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The United States Department of 
Commerce reported recently that 695,000 
new businesses have opened their doors 
since 1943, and that a high rate of turn- 


over will continue, as fifteen out of 
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every hundred concerns either closed 
or changed owners in the last two years. 
In many of these transactions, the tax- 
man’s enigma, basis, will occupy a 
prominent position. Conceivably, some 
of these changes will involve tax-free 
reorganizations. Should this problem be 
yours, you will like Robert Holzman’s Editor 


. a . - Henry L. Stewart 
latest article, “Basis in Tax-Free Re- 
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accounting principles relating to all federal and state taxation. To this end it contains 
signed articles on tax subjects of current interest. reports on pending state tax legislation, 
interpretations of tax laws, and other tax information. 


The editorial policy is to allow frank discussion of tax issues. On this basis con- 
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but responsibility is not assumed for the contents of the articles or for the opinions 
expressed therein. 
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Corporation v. Partnership 
Sir: 


Specializing in tax work, I have read your 
magazine for a number of years with a good 
deal of interest and profit. 


I am impelled to write to you, however, 
as a result of my reaction to the opening 
article of your May, 1946 issue, entitled, 
“Does the 1945 Revenue Act Penalize Your 
3usiness Form?” 


Detailed tables are set forth analyzing the 
taxes levied in the case of an individual do- 
ing business, and of a partnership consisting 
of two partners, as compared with the tax 
levied against corporations. These charts, as 
often happens in the case of analytical charts, 
are completely misleading. The figures are 
correct, but the conclusions drawn speak 
only half truths. 


For example, if the business is conducted 
by an individual and is making $60,000 a 
vear, the chart shows that his individual tax 
is $32,604, while the tax of a corporation is 
$22,800. 


This leaves out of consideration altogether 
a third factor, which is the most important 
factor in cases such as these. The supposed 
tax saving example ignores the fact that the 
owner of the business will still be running 
it whether he operates individually or under 
corporate form, that he will unquestionably 
require some withdrawal in order to live, 
and that if he incorporates, he will be en- 
titled to, and will undoubtedly take, a salary. 


Whatever salary he takes will be taxable 
to him and not to the corporation. His own 
choice of salary will completely control the 
tax picture, and render the present charts 
altogether valueless. For instance, if he 
needs $20,000 to live, and his services justify 
such a payment, the payment of that salary 
to him will reduce the corporate earnings 
from $60,000 to $40,000. Correspondingly, 
corporate taxes will be reduced from $22,800 
to $13,700. His own personal tax will vary, 
depending upon his exemptions and deduc- 
tions. Assuming for the moment that he has 
a thousand dollars of exemptions and deduc- 
tions and no other income, his total personal 
tax on $19,000 will be $6,393.50. This will 
make the total taxes for him and the corpo- 
ration, under the corporate set-up, some 
$20,000, or almost $2,000 less than the fig- 
ures shown in the article. 
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In addition, there will be a reduction in 
the amount of money left in the corporation, 
after taxes from some $38,000 to about 
$26,000, which would be added to surplus. 
The result of this will be to reduce the 
jeopardy under the dividend requirements 
of Section 102, and reduce his capital gains 
tax potentialities, in the event he should dis- 
pose of his capital stock in the business— 
two most important subjects hardly touched 
upon in the article. 


If this man should be entitled to draw or 
should require a salary of only $10,000, in- 
stead of $20,000, the net result would differ 
considerably. Likewise, if the total profits 
of the business should be $40,000 or $80,000, 
instead of $60,000, together with a salary 
arrangement, the results would differ again. 
I have found that these matters of variation 
of earnings are important because the aver- 
age business man has only an approximate 
idea of what his earnings will be within 
certain variants, and cannot specify a defi- 
nite figure in making his calculations. 


The question of salary becomes all the 
more important where there are two active 
partners in the operation of the business. 
For example, taking the same $60,000, if 
each of two partners were entitled to draw 
$20,000 as salary, the net profits of the cor- 
poration would be $20,000. This would cause 
the imposition of a tax against the corpora- 
tion of $4,500, which would be added to a 
total of a little over $6,000 in personal in- 
come tax of each of the partners. This 
would make a grand total of $17,000 in taxes, 
as compared with $25,000 in taxes if the busi- 
ness were run as a partnership. Compare 
this with the chart, which shows $23,000 in 
taxes if the business were run as a corpora- 
tion, leaving out the question of salaries. 
Here, again, the result is even better in the 
light of Section 102 and capital gains, by 
reason of the withdrawals of the salary pay- 
ments, which otherwise would be added to 
surplus. 

The matter of salaries does not even al- 
ways work out favorably, or so completely 
favorably, as indicated above, where there 
is other personal income accruing to the 
proprietor. In lower brackets, where salary 
must be drawn, the end result may differ 
substantially, up or down, from those shown 
on the chart, depending upon the amount of 
salary taken. 

(Continued on page 704) 
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By GEORGE G. TYLER 


Mr. Tyler is associated with the firm of Cravath, Swaine & Moore 
in New York City 


Ce A NUMBER OF YEARS a recog- 

nized means of providing corporate em- 
ployees with an incentive to increase their 
interest in the corporation, has been the 
granting of options to the employees to 
purchase the corporation’s stock at or about 
its market price at the time the option is 
granted. Court decisions in the past have 
recognized that such incentive options are 
not in the nature of compensation for serv- 
ices and that the employee realizes no in- 
come at the time of the receipt of the option 
or at the time of its exercise.’ The employer, 
of course, receives no deduction for com- 
pensation paid. A capital gain or loss is 
realized by the employee at the time the 
stock acquired by the exercise of the option 
is sold. The employee’s tax basis is what 
he paid for the stock. 


On the other hand, it has also been recog- 
nized that options to purchase stock of the 
corporate employer may, under certain cir- 
cumstances, be compensatory in nature, par- 
ticularly in cases where the option is granted 
at prices considerably lower than the market 
price of the stock at the time. In the case 
of such compensatory options, the rule has 
been that income is realized and compensa- 
tion is paid at the time that the option is 
exercised in the amount of the excess of the 
market value of the stock at that time over 





1See D. C. Bothwell, 27 BTA 1351 (1933) [CCH 
Dec. 8041]; Delbert B. Geeseman, 38 BTA 528 
(1938) [CCH Dec. 10,112]; Gordon M. Evans, 38 
BTA 1406 (1938) [CCH Dec. 10,538]; Charles E. 
Adams, 39 BTA 387 (1939) [CCH Dec. 10,591]; 
Herbert H. Springford, 41 BTA 1001 (1940) 
[CCH Dec. 11,083]. 
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the option price.” In that situation the em- 
ployee’s tax basis on a sale of the stock is 
the fair market value of the stock at the 
time he exercised the option. The employer 
is allowed a deduction. 


Taxability of Options to Employees 


The Supreme Court has dealt with the 
question of the taxability of options granted 
by an employer corporation to an employee 
in Commissioner v. John H. Smith, 324 U. S. 
177, 695, decided on February 26, 1945 [45-1 
ustc J 9187]. That case involved an option 
to purchase the stock of a corporation other 
than the employer corporation. Although 
the option was to purchase such stock at the 
then market, the resolution of the employer 
corporation granting the option stated that 
it was intended as compensation. The tax- 
payer testified that the option was given to 
him as compensation for services. The Su- 
preme Court held that the employee received 
compensation in the difference between the 
fair market value of the stock and the option 
price at the time he exercised the option; 
and the option was deemed, under the cir- 
cumstances of that case, to have been exer- 
cised in the years in which the employee 
received the stock pursuant to the option. 
The Supreme Court decision merely followed 
the law laid down by the previous cases to 
the effect that an option could be either an 
incentive option or a compensatory option, 
depending upon whether it was given to 





2See Connolly Estate v. Commissioner, 135 F. 
(2d) 64 (1943); [43-1 ustc { 9366]; Phillip W. 


Haberman, 31 BTA 75 (1934) [CCH Dec. 8677]. 
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the employee as an incentive or given to 
him as compensation. Since it was clear 
from the taxpayer’s own testimony that he 
had received compensation, the only ques- 
tions before the Supreme Court were the 
time of its receipt and its amount. The 


Court, by way of dictum, indicated that (1) 
if the option had been sold to a third party 
by the employee, “possibly” compensation 
would have been realized at that time, and 
(2) if the option had had a value when re- 
ceived, it might “be itself compensation.” 


Treasury Regulations 


It is interesting to note that the Treasury 
Regulations in force during the years in- 
volved in the above cited cases (see, for 
example, Article 22 (a)-1 of Treasury Regu- 
lations 94 as originally promulgated under 
the Revenue Act of 1936) provided that if 
property is transferred “by an employer to 
an employee, for an amount substantially less 
than its fair market value, ... such em- 
ployee shall include in gross income the 
difference between the amount paid for the 
property and the amount of its fair market 
value.” (Italics added.) The Treasury Reg- 
ulations under the 1938 Act,’ however, were 
changed, apparently to conform to the deci- 
sions, and provided that if property were 
transferred “by an employer to an employee, 
for an amount substantially less than its fair 
market value, regardless of whether the 
transfer is in the guise of a sale or exchange, 
such . . . employee shall include in gross 
income the difference between the amount 
paid for the property and the amount of its 
fair market value to the extent that such dif- 
ference is in the nature of . . . compensation 
for services rendered or to be rendered.” 
(Italics added.) The Regulations under the 
Revenue Acts of 1934 and 1936 were then 
amended to conform to the new Regulations 
under the 1938 Act. Those new Regulations 
had attained the force and effect of law by 
reason of the reenactment of Section 22 (a) 
of the Federal Internal Revenue Acts, the 
last reenactment having taken place in 1939 
when the Internal Revenue Code was adopted 
The same language was continued in the 
Regulations under the Internal Revenue 
Code (see Section 29.22 (a)-1 of Treasury 
Regulations 111, as originally promulgated). 


’ Treasury Regulations 101, Article 22 (a)-1. 

4T. D. 4879, 1931-1 C. B. 159. 

S United States v. Dakota-Montana Oil Com- 
pany, 288 U. S. 459, 466 [3 ustc ] 1067]; Helver- 
ing v. Winmill, 305 U. S. 79, 83 [38-2 ustc f] 9550]; 
Helvering v. Griffiths, 318 U. S. 371, 395, 397 
[43-1 ustc J 9319]; Commissioner v. Wheeler, 324 
U.S. 542 [45-1 uste f 9235]. 
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New Treasury Rulings 


However, the Treasury Department in 
T. D. 5507, approved April 12, 1946, has 
changed the just cited section of the Treas- 
ury Regulations apparently to eliminate the 
test of intention, and has now laid down the 
rule that if “property is transferred by an 
employer to an employee for an amount 
less than its fair market value, regardless of 
whether the transfer is in the form of a sale 
or exchange, the difference between the amount 
paid for the property and the amount of its 
fair market value is in the nature of compen- 
sation and shall be included in the gross in- 
come of the employee.” (Italics added.) 
There has been no change in the underlying 
statute. 


What the changed regulation attempts to 
do is to eliminate the requirement that the 
property be transferred at substantially less 
than the fair market value and, by regula- 
tion, to state a rule of law, namely, that any 
difference 1s “in the nature of compensation” 
not only in the face of contrary court deci- 
sions but also in the face of a former regu- 
lation which had acquired the force and 
effect of law. In other words, under the 
Regulations, the Treasury need no longer 
prove that an option was given as compensa- 
tion, which proof was made in the Smith 
case, and was the basis of the decision there. 
It is enough if the market price happens to 
exceed the option price, at the time payment 
is made for the stock. Obviously that is a 
radical change in the Regulations, and it 
finds no support in the Smith case. 


At the same time that the Regulations 
were changed, the Treasury Department 
also issued I. T. 3795, in which it is stated 
that Section 22 (a) of the Internal Revenue 
Code includes in an employee’s taxable in- 
come any economic or financial benefit con- 
ferred upon him “as compensation,” citing 
Commissioner v. Smith, supra, and Old Colony 
Trust Company v. Commissioner, 279 U. S. 
716 (1929) [1 ustc J 408]. This statement is 
some indication that the Treasury still be- 
lieves that the decisions hold that compen- 
satory intent is necessary to a finding of 
compensation under Section 22 (a). That 
is certainly the Tax Court’s interpretation 
of the Supreme Court’s decision in the Smith 
case, as is shown by James M. Lamond, de- 
cided January 31, 1946 [CCH Dec. 14,972 
(M)], the only Tax Court case dealing with 
stock options decided since the Smith case. 
The Tax Court said, “If it was the intention 
of the parties that that advantage [i. e., the 
stock option] was given to him as additional 
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compensation then the respondent’s deter- 
mination is correct. See Commissioner v. 


Smith, 324 U.S. 177.” 


The Treasury’s new rule under the amend- 
ments made by T. D. 5507 to the Treasury 
Regulations (i. e., apparently that intention 
to compensate is not necessary) is not to 
apply, if certain conditions are met,° in the 
case of property transferred by an employer 
to an employee pursuant to the exercise of 
an option granted to the employee before 
February 26, 1945, the date of the Supreme 
Court decision in the Smith case. Since in 
the Smith case the intention to compensate 
was more clearly expressed than in most 
other cases, it is difficult to see why the 
Treasury has thought that case to have any 
significance in connection with the apparent 
elimination of the rule of intention to com- 
pensate. 


The Treasury’s new rule also ignores the 
language of the Supreme Court’s opinion in 
the Smith case that if the stock option be 
given as compensation and has a present 
value, it “may be found to be itself com- 
pensation for services rendered.” The rule 
does, however, fully exploit the dictum in 
the Smith case opinion as to the effect of the 
transfer of the option to a third party. Un- 
der the new Treasury rule, compensation 
is realized at the time of the transfer meas- 
ured by the consideration received (if the 
transfer is at arm’s length) and again, to the 
extent that the spread between the option 
price and the market price at the later exer- 
cise of the option by the transferee exceeds 
the consideration received (if the transfer 


‘In I. T. 3795 the Treasury rules that where 
an employer corporation granted to an employee 
prior to February 26, 1945, an option to purchase 
stock of the employer corporation, the Treas- 
ury ‘‘will hold that the exercise or transfer of 
such option, as the case may be, does not result 
in income to the employee by way of compensa- 
tion,’’ unless (1) ‘‘at the time such option was 
granted there was a substantial difference be- 
tween the fair market value of the stock and 
the option price therefor,’’ or (2) within the 
purview of the Treasury Regulations in force 
prior to April 12, 1946, ‘‘the employee would 
ctherwise clearly realize income by way of 
compensation through the exercise or transfer 
of such option’’; provided, however, that on or 
before July 1, 1946, the employee to whom such 
option is granted and any transferee thereof and 
the employer corporation or any other taxpayer 
Who granted the option to the employee, shall 
file in duplicate with the Commissioner of In- 
ternal Revenue at Washington, D. C., written 
consents agreeing to the tax basis of the stock 
to the employee, agreeing that no deduction 
will be claimed by the grantor of the option 
and agreeing to indemnify the Commissioner 
against any action inconsistent with such con- 
sents. 
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is not at arm’s length). The employer is 
given a corresponding deduction. 


It should also be noted that while no spe- 
cific reference is made in the new Treasury 
rulings to stock purchase contracts, a literal 
reading of the provision might subject par- 
ticipants in such plans to tax without any 
cut-off date whatsoever. It is not believed, 
however, that it was the Treasury’s intention 
to rule, for example, that if an employee 
had agreed under a stock purchase plan in 
1936 to purchase shares of the employer 
corporation at the then market value and 
the shares were delivered to him in 1944 on 
the completion of the final installment pay- 
ment, the employee would be taxable in 1944 
in the amount of the difference between the 
1944 value of the stock which he had agreed 
to purchase in 1936 and the amount which 
he had agreed to pay for it in 1936. Such 
amount is in fact clearly not compensatory. 
Moreover, the opinion of the Supreme Court 
on petition for rehearing in the Smith case’ 
indicates that the execution of an uncondi- 
tional contract to purchase stock prevents 
any subsequent increase in value before the 
delivery date from being taxable as com- 
pensation. 


Desirability of Legislation 


While it is probably too early to say ex- 
actly what the new Treasury Regulation and 
its accompanying ruling on stock options 
really mean, their issuance brings to a sharp 
focus the desirability of legislation to estab- 
lish rules as to the taxability of incentive 
options and the taxability of stock purchase 
plans. Under the Treasury ruling, the very 
purpose of an incentive option or a stock- 
purchase plan—to interest the employee in 
the employer corporation because of his 
ownership of stock—is destroyed. If the 
employee is taxable at the time he receives 
the stock, he may have to sell a large part 
of it in order to pay his tax. 


Madden Bill 


H. R. 5561, which was introduced by 
Representative Madden in the House of 
Representatives on February 22, 1946, is an 
attempt to provide a workable rule with re- 
spect to incentive options. In general, the 
bill provides that if (a) the option price was 
“reasonably close” to the value of the stock 
at the time the option was granted (regard- 
less of what such value may be at the time 
of any extension of the option), (b) the op- 
tion is not voluntarily assignable, (c) the 





7324 U.S. 695 [45-1 ustc J 9187]. 
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accrued right to exercise the option is not 
immediately terminated if the employer- 
employee relationship ceases, and (d) the 
exercise of the option is not dependent upon 
the earnings of the employer, then an option 
to purchase stock of the employer corpora- 
tion issued by a corporate employer to an 
employee shall not be taxable nor shall any 
income be realized at the time the option is 
exercised. The necessary implication is that 
any gain or loss upon the ultimate sale of the 
shares acquired through the option would 
be capital gain or loss and perhaps that 
should be spelled out. The provision of 
the bill which makes it applicable only if the 
option price is “reasonably close” to the 
value of the stock at the time the option was 
granted, sets up a rule which would be dif- 
ficult of application and which may cause 
litigation. It is believed that it would be 
preferable that the bill provide either that 
the option should be at or above the market 
price at the time the option was granted or 
that, if some leeway is to be permitted, a 
percentage of the value be prescribed by 
which the option price could be lower than 
the market value without attracting tax. 
The bill should also make it clear that the 
employer would be allowed no deduction 
with respect to the option. 


If stock options given to employees are to 
result in compensation at all, H. R. 5561, 
with the changes above presented, would 
provide a workable rule under which incen- 
tive options could achieve their incentive 
purpose. 


Alternative Suggestions 


A possible alternative would be to pro- 
vide that no options to purchase stock of 
the employer corporation would be taxable 
either when issued by the employer or when 
exercised by the employee, but that on the 
sale of the stock acquired through the op- 
tion, the gain thereon would be taxed as 
ordinary income to the extent of the differ- 
ence between the option price and the value 
of the stock on the date the option was ex- 
ercised and the remainder of the gain, if 
any, taxed as a capital gain. Such a provi- 
sion would provide a workable rule of thumb 
and would not defeat the incentive purpose 
of stock options by causing the sale of the 
stock acquired in order to pay taxes, as does 
the present Treasury rule. The employer 
would be allowed its deduction when the 
option was exercised. 


The above rule would not appear to be 
a desirable one since there is no reason to 
believe that the amount of the gain, if any, 
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which had accrued on the date the option 
was exercised was in any way attributable 
to the services rendered by the employee. 


Another possible alternative would be to 
amend the Internal Revenue Code to pro- 
vide that an option to purchase stock of the 
employer corporation issued to an employee 
would be taxable to the employee as ordi- 
nary income at the time it was issued by 
the employer and in the amount by which the 
fair market value of the stock exceeded the 
option price on the date the option was is- 
sued. Such a statute could be made appli- 
cable both to assignable and non-assignable 
options, and it could apply regardless of the 
date when the option might be exercised. 
The employer would be allowed a deduction 
equal to the employee’s income. Such a rule 
would enact into law the dictum of the Su- 
preme Court in the Smith case to the effect 
that in certain circumstances a stock option 
“may be found to be itself compensation for 
services rendered” and would provide cer- 
tainty in that (1) the presence or absence 
of compensatory intent would be no longer 
relevant, and (2) difficult questions of val- 
uation with respect to stock options would 
be superseded by a statutory rule of thumb. 
For instance, it is well known in the finan- 
cial world that an assignable long-term op- 
tion to purchase stock at Jess than its fair 
market value may have a present value when 
received. To take one example * out of many, 
within the past year a five-year option to 
purchase common stock at $12.50 a share 
was selling at five and one-quarter even though 
the common stock involved was quoted at 
only eleven and five-eighths. Accordingly, 
the value of a long-term assignable option 
to purchase stock at less than market is not 
necessarily measured by the spread between 
the option price and the market price. 


The alternative just discussed has the dis- 
advantage of conforming to the dictum 
rather than the holding of the Smith case. 
Moreover, the employer may in many in- 
stances know that the market price of its 
stock is inflated and accordingly may have 
no compensatory intent when it issues an 
option to an employee to purchase such 
stock at considerably less than the market 
but at a price which the employer believes 
does correspond to a normal price having 
fair long-term value for the stock. 


Legislation as to Stock Purchase 
Contracts 


Legislation with respect to stock purchase 
contracts, where the employee makes a com- 





8A. C. F.-Brill Motors Company warrants. 
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mitment and stands to lose or gain, should 
be on a somewhat different basis from that 
relating to stock options. As a minimum, 
Congress should make it clear by a specific 
statutory provision that, regardless of the 
broad wording of the new Treasury Regu- 
lation, an employee’s compensation with re- 
spect to a stock purchase contract to purchase 
stock of the employer corporation cannot 
exceed the excess of the market value of the 
stock over the purchase price agreed to be 
paid at the date that the employee enters 
into the stock purchase contract, even though 
payment therefor is to be made in install- 
ments and the stock is not to be delivered 
until a later date. Moreover, the adoption 
of stock purchase plans by employers should 
be encouraged by including in the statute 
a liberal percentage provision so that the 
purchase price of the stock under a stock 
purchase contract might be, for instance, 
forty per cent under the market at the 
time of the agreement without income tax 
to the employee, if the employee is not per- 
mitted to sell his stock within a period, for 
instance, of two years from the execution 
of the purchase agreement and if the agree- 
ment provides for resale to the employer 
corporation at his purchase price should 
he leave the employ of the corporation prior 
to that period. 


Revenue Considerations 


From the point of view of the revenue, the * 


most feasible and workable rule, both for 
stock options and for stock purchase con- 
tracts, would be to provide in Section 22 
of the Internal Revenue Code that no trans- 
fer of its stock by a corporate employer to 
an employee, or the execution and delivery 
of any option or stock contract with respect 
thereto by the corporate employer to the 
employee, would result in (1) any deduc- 
tion or any loss to the corporate employer, 
and (2) any compensation to the employee. 
Section 113 of the Code should be amended 
to make it clear that in such circumstances 
the employee’s cost of the stock would be 
only what he paid therefor. Such a rule 
would be workable and easily administered. 


At present tax rates,® the employee would 
have to be in a tax bracket in excess of 
sixty-three per cent before such legislation 
would be as adverse to the Treasury as is 
the present rule which T. D. 5507 attempts 


to set up. Assuming a transfer of stock 
worth $100 by a corporate employer (tax 
rate thirty-eight per cent) to an employee 
for no consideration, and assuming that the 
employee is in a fifty per cent tax bracket, 
the Treasury presently collects a net of $12 
on the transaction: i. e., the employee pays 
$50 but the employer’s tax is reduced by 
$38, so that there is a net revenue to the 
Treasury of only $12. Moreover, the Treas- 
ury can collect more tax from the employee 
only if the employee sells the stock for an 
amount in excess of $100. 


On the other hand, suppose that the no 
deduction-no compensation rule, above pro- 
posed, were adopted. The corporate em- 
ployer’s tax would not be reduced by $38 
since his deduction would be disallowed. 
Assuming that the stock were sold for $100, 
the Treasury would collect $50 from the 
employee if he holds the stock for six months 
or less, or $25 if he holds it for more than 
six months. Accordingly, under the exam- 
ple given, the Treasury collects a net of only 
$12 under the present rule, but under the 
no deduction-no compensation rule, it would 
collect at least $25.” 


It is obvious that the Treasury cannot 
support its’ present complex rule, which will 
be provocative of a great deal of litigation, 
on any revenue motive. On revenue con- 
siderations as well as those of ease of ad- 
ministration, the no deduction-no compensation 
rule would be the most desirable one. 


[The End] 

*During the excess profits tax years, the 
Treasury lost revenue hand-over-fist by its rule 
that exercise of stock options resulted in com- 
pensation. If a corporation was in the eighty- 
five and one-half per cent tax bracket, the 
Treasury always lost, no matter how high the 
individual tax bracket (which could not exceed 
ninety-four per cent under the law). The Treas- 
ury lost eighty-five and one-half per cent in 
corporate tax because of the deduction, and a 
minimum of twenty-five per cent in capital gains 
tax from the individual since his tax basis was 
raised to the market value of the stock when 
received. The government accordingly lost 110% 
per cent and in the very highest individual tax 
bracket could not expect to get back more than 
ninety-four per cent. 

1 Of course, where the employee is below the 
fifty per cent tax bracket the effective tax rate 
on long-term capital gain is less than twenty-five 
per cent. However, where the employee is taxed 
at thirty-eight per cent (the corporate rate) or 
less, the Treasury necessarily loses no matter 
how low the rate on capital gain. There is a 
in all 


net tax disadvantage to the Treasury 
brackets under sixty-three per cent. 
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Consumption of FIXET 


By L. H. SONDERMAN 


What is industry going to do with obsolete fixed assets? The author, tax manager 
for Harnischfeger Corporation of Milwaukee, Wisconsin, presents the problem 
which is of vital importance to industry at this particular time 


ODAY, in the aftermath of war, obso- 

lescence is one of the most important 
factors facing industry. There have been 
dramatic changes in processes, productive 
organizations, products, machinery and the 
use of materials. Many products have ad- 
vanced from laboratory to large-scale pro- 
duction at a breath-taking pace. The output 
of machine tools in the four war years has 
been estimated to equal the output of the 
preceding forty years. Consequently, the 
manufacturer who wishes to compete effec- 
tively must use modern machinery and in 
some way dispose of his obsolete or obso- 
lescent equipment. In most cases he can 
accomplish this by seeking a deduction for 
obsolescence in the current and the next fol- 
lowing taxable years. He need not scrap 
the old machines and equipment, because 
abandonment is not a prerequisite for ob- 
solescence allowances. 


On November 28, 1945, the Tax Court of* 


the United States rendered a decision in the 
Bolta Company v. Commissioner, Dkt. No. 
5638 [CCH Dec. 14,844(M) ], which raises an 
important and interesting question for man- 
ufacturers whose fixed assets include ma- 
chinery. The parties to this litigation had 
the not unusual disagreement with the 
Bureau of Internal Revenue as to the sal- 
vage value that certain of its machines would 
have after the expiration of their term of 
economic usefulness, when they would cease 
to be of use in manufacturing the taxpayer’s 
product. The unusual feature of this case, 
however, was the Tax Court’s allowance for 
obsolescence—based upon a very short re- 
maining useful life. Obsolescence, the proc- 
ess of becoming too old for use, “the relent- 
less march of physical property to the junk 
pile,” is inadequately provided for by an 
allowance for ordinary depreciation based 
upon physical life because obsolescence is 
caused by external forces, such as changes 
in methods of manufacturing, shifting of 
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business centers, loss of trade, inadequacy, 
supersession, and prohibitory laws. 


Bolta Case 


In the Bolta case, the taxpayer had ma- 
chinery with a book value or depreciated 
cost of about $28,000. The Tax Court al- 
lowed it to write off this entire amount over 
a period of two years. Thereafter its asset 
ceased to exist for federal income tax pur- 
poses. 


The Bolta Company manufactured plastic 
products, chiefly combs and serving trays. 
Prior to 1935, the combs were made by a 
compression-moulding press; but thereafter 
an injection method of manufacturing plas- 
tics was introduced, and in January, 1942, 
the compression method was abandoned 
In the injection method, a plunger forces 
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heated plastic into a closed die, which is 
cooled and opened within twenty or thirty 
seconds, completing the moulding of the 
plastic into a comb. Only one finishing 
operation is required, as against twenty un- 
der the older method of making combs out 
of hard rubber; and the machines are oper- 
ated twenty-four hours a day, six days a 
week, so that they will retain a constant 
high temperature. Each machine is capable 
of turning out 150 to 250 gross of combs per 
day. The manufacturing cost is consider- 
ably reduced, the production is greatly in- 
creased, and consequently the selling price 
can be substantially reduced. 


The manufacture of combs out of hard 
rubber was a much longer and more labori- 
ous process, but the Bolta Company was 
manufacturing such combs, in addition to its 
plastic combs, in 1941. In July of that year, 
the company was advised by the United 
States government that the purchase of rub- 
ber was restricted and that the company 
could not use more than fifty per cent of its 
normal supply of rubber after July 1, 1941. 
The Bolta Company had sufficient rubber 
to continue making hard rubber combs until 
the end of its fiscal year, November 30, 1941, 
and it manufactured some in the early part 
of its next fiscal year. In the summer of 
1941, the company’s largest comb customer 
told it that hard rubber combs would not be 
used to any extent because they were more 
expensive than plastic combs and not as 
good. The chairman of the company’s board 
of directors was of the same opinion. But 
the company developed injection moulds to 
produce rubber-injected combs so that if 
rubber combs were used again they could 
be produced more cheaply than by the for- 
mer compression moulding presses. During 
the fiscal year ended November 30, 1941, the 
company concluded that the old compres- 
sion moulds would become completely obso- 
lete by November 30, 1942. The company 
ceased to manufacture hard rubber combs in 
January, 1942. 


The Tax Court held in the Bolta case that 
the evidence proved beyond all doubt that 
the compression machines were headed for 
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. non-use alone is not enough. 


the junk pile. “The new injection method 
was much faster, made better combs, and 
was far less expensive than the old compres- 
sion method.” The Tax Court held that the 
obsolescence situation existed in fact irre- 
spective of the restrictions placed on rubber. 
“Subsequent events have proved the correct- 
ness of the petitioner’s (the Bolta Com- 
pany’s) belief in 1941 that the economic 
term of usefulness of its hard rubber comb 
machinery and equipment would not extend 
beyond the next fiscal year.” Consequently, 
the Tax Court allowed the company to de- 
duct one-half of the depreciated cost of the 
machinery as obsolescence in the fiscal year 
ended November 30, 1941. 


Real Estate-Land Title & Trust 
Company Case 


Obsolescence is a speculative factor which 
affects all manufacturing businesses regard- 


less of war conditions. In U. S. v. Real 
Estate-Land Title & Trust Company (102 F. 
(2d) 582 [39-1 ustc J 9383] ; aff'd 309 U.S. 13 
[40-1 ustc J 9184]), the court stated that the 
object of the allowance for obsolescence was 
“to permit a taxpayer to regain capital in- 
vested by him in an enterprise, the equip- 
ment, machinery or material in which his 
capital has been placed becoming obsolete, 
because time itself brings improvements or 
changed conditions.” Obsolescence is not 
due to use or lack of use by the taxpayer but to 
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... taxpayers... require new incentive to 
bring new machinery onto the market. 


the effect of general conditions over which 
he has no control. A deduction for obso- 
lescence (included in the deduction for de- 
preciation) can be obtained only when there 
is substantial reason for believing that the 
asset will become obsolete prior to the end 
of its ordinary useful life, and when the time 
of complete obsolescence can be forecast 
with reasonable certainty. As pointed out in 
Regulation III, Section 29.23 (1)-6, depre- 
ciation deductions alone are not sufficient. 
Obsolescence really is accelerated deprecia- 
tion. 


W. B. Davis & Son, Inc. Case 


Shortly after the Bolta decision mentioned 
in the first paragraph, the Tax Court ren- 
dered another decision which should be a 
warning in situations where the remaining 
book value for a fixed asset can be charged 
off because of obsolescence. In IV. B. Davis 
& Son, Inc. v. Commissioner, 5 TC —, No. 
145 [CCH Dec. 14,872], the court held that the 
depreciated cost of machinery which had be- 
come obsolete and had been removed and 
stored in the basement of taxpayer’s factory 
could not be charged off as a reasonable 
allowance for obsolescence because there 
was no proof of a period of obsolescence. 
Nor could it be written off as a loss sus- 
tained by reason of abandonment because 
there was no proof of permanent abandon- 
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ment. As to obsolescence, the court stated: 
“The allowance for obsolescence is for capi- 
tal losses which take place over a period 
embracing more than a single taxable year, 
and the loss must be spread over the period 
from the time the process of becoming obso- 
lete begins to the time when the process is 
completed.” With reference to abandon- 
ment, the court pointed out that the tax- 
payer must discard the asset permanently 
from use in his business. Non-use alone is 
not enough. In the Davis case, the court 
found, “Discontinuance of use was due to 
the lack of a market demand... but had 
such a market thereafter came into exist- 
ence the machines could have been again 
used.” Taxpayer’s action indicated an in- 
tention to preserve the machines for possible 
future use rather than an intention to aban- 
don them. Taxpayer did not advertise them 
for sale, although they had salvage value; 
their value was not written off in the books 
of account; and the machines did not de- 
teriorate while in storage. 

Where an asset which has been written 
off the books is literally obsolete and ac- 
tually has no value except for scrap, no 
problem is presented, but the decisions sug- 
gest a related problem: What should be the 
procedure when a completely written-off 
asset remains actually in service in the pro- 
duction of goods which are sold by the tax- 
payer? This situation often is found where 
ordinary depreciation has been written off, 
although in such cases the amounts are apt 
to be relatively small. The amounts will fre- 
quently be relatively large, however, in those 
cases in which fixed assets cease to have 
book values as a result of the deduction of 
accelerated amortization of war facilities. 
A brief summary of fundamental principles 
may be helpful in approaching the problems 
arising in such cases. 


Fixed and Capital Assets 


3ecause all things in life are relative, there 
can no more be a permanent asset than a 
perpetual motion. For convenience, assets 
are labeled fixed or capital when their useful 
life in the business is expected to be more 
than a year or two. But fixed assets are 
consumed in the operation of the business 
just as surely as small tools and jigs, but at 
a much slower rate; for example, ten to fifty 
years as compared with one month or one 
year, or a million operations as compared 
with one month or one year, or a million 
operations as compared with one or two or 
a dozen. Consequently, corporation law, tax 
law, and financial common sense require that 
the cost of a fixed asset be absorbed in the 
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cost of product made or service rendered by 
it or through its use. This absorption may 
be accomplished primarily through allow- 
ance for depreciation, which is based chiefly 
yn use, or primarily through allowance for 
amortization, which is based chiefly on time. 
In either case, due regard must be paid to 
obsolescence, which, as explained in the 
opening paragraph, is a loss of functional 
usefulness as distinguished from physical 
usefulness. 

The most striking accounting problem to- 
day arises from accelerated amortization of 
those fixed assets known as war facilities: 
for example, in two years the complete ab- 
sorption into the cost of taxpayer’s product 
oi the initial cost of a heavy machine having 
an economic term of usefulness of, say, 
twenty years. It should be remembered 
that this amortization is only for tax pur- 
poses, allowed as an incentive to induce the 
investment of private capital in plants and 
machinery to be used for winning the war. 
Perhaps the best suggested solution of the 
accounting problem involved is to keep the 
taxpayer's books so as to show both the 
taxable income and the corporate earnings, 
the latter being determined by ordinary pro- 
visions for depreciation and obsolescence. 
These two net results can, of course, be ex- 
actly reconciled. If that procedure is fol- 
lowed, depreciation charges can be contin- 
ued during the life of the asset remaining 


. . . there can no more be a permanent asset than a perpetual motion. 








after its cost has been completely written 
off through amortization, true operating 
costs can be determined, and the taxpayer 
protected in fire insurance matters where 
losses are settled on the basis of cost of 
reproduction new, less sustained deprecia- 
tion. 


Early Provision for Obsolescence 


By way of summary, provision should be 
made for obsolescence in the first year in 
which indications of it appear. A reasonable 
estimate of the period of, years during which 
the asset will remain useful in the conduct 
of taxpayer’s business should be made and a 
reasonable amount, in addition to ordinary 
depreciation, should be written off in each 
of those years. The number of years may 
be as small as two, but the entire asset value 
on the books of account cannot be written 
off as a deduction for obsolescence in a sin- 
gle year. If an asset is to be abandoned 
because it has become useless in taxpayer’s 
business, it should be sold if it has a residual 
or salvage value; otherwise, it should be dis- 
mantled or destroyed or given away in order 
to show that it has been completely aban- 
doned and is not being preserved for pos- 
sible use in the future. 


In the case of war facilities with respect 
to which amortization has been claimed, tax- 
payer’s books of account should show both 


























































































































































































the amortization permitted for income-tax 
purposes and the amount of depreciation 
(including a reasonable allowance for obso- 
lescence) which would normally be allow- 
able with respect to such assets. If an asset 
which was a war facility when acquired is 
continued in use after the end of the war 
emergenty, the suggested method of account- 
keeping will enable taxpayer to determine 
normal costs of operation even after the 
value of the asset has been completely writ- 
ten off for federal income tax purposes 
through amortization. 


Accelerated Depreciation 


If the capital goods industry expects to 
stay in business, taxpayers will require some 
incentive to bring new machinery onto the 
market. The allowance of accelerated de- 
preciation has been successfully employed 
abroad, but in our country taxpayers are 


FAMILY PARTNERSHIP 


Partnership cases are still in the judicial limelight. Of six such cases 


generally unable to obtain adequate relief on 
this basis. In many instances, the capital 
investment of manufacturing businesses has 
almost doubled since 1939. What is such a 
business going to do with all of the excess 
and unneeded machinery when business re- 
turns to its prewar normal level? The solu- 
tion seems to be to claim complete obsoles- 
cence spread over the current taxable year 
and the next succeeding one, if taxpayer can 
prove that the machines are reasonably ex- 
pected to become completely obsolete by the 
end of the next taxable year. If the Bureau 
of Internal Revenue is unwilling to recog- ff 
nize such a deduction as the “reasonable 
allowance for exhaustion, wear and tear (in- 9 
cluding a reasonable allowance for obsoles- f 
cence)” granted by Section 23(1) of the P 
Internal Revenue Code, Congressional action >} 
is needed in order to avoid subjecting tax- [ 
payers to the expense and risk of litigation. [ 


[The End] | 





decided recently by the Tax Court, the government prevailed in four of them, 
on application of the familiar capital-and-services-contributed test, Estate of 
Robert A. Axelson v. Commissioner, CCH Dec. 15,205(M); David Wilson v. 
Commissioner, CCH Dec. 15,208(M); Leonard N. Simons et al. v. Commis- 
sioner, CCH Dec. 15,217; Louis J. Epps v. Commissioner, CCH Dec. 15,220(M), 
and the taxpayers came away with two partial victories, Claire L. Canfield v. 
Commissioner, CCH Dec. 15,225; Alexander Jarvis v. Commissioner, CCH 
Dec. 15,219(M). 


Most interesting was the Canfield decision. In this case, a husband and 
wife entered into a fifty-fifty partnership agreement to carry on a business 
of selling automobiles.. (Under the local law, here Michigan, husband and 
wife partnerships are not recognized.) The wife contributed about $5,000 out 
of about $17,000 stated to be the net worth of the company... She did not 
perform substantial services. The Tax Court was unable to find that the 
husband and wife intended to create a bona fide partnership. Ordinarily, with 
the issue so decided the court would go no further and all the income of the 
business would be taxed to the husband. The court went on to find, however, 
that a business arrangement resulted, and that the parties should be taxed 
according to their ratable contributions to capital and services. This propor- 
tion was eighty per cent of the income taxable to the husband, and twenty 
per cent to the wife.. Compare this case with Willis B. Anderson, another 
Michigan partnership case, digested at 464 CCH { 7433. 


In Alexander Jarvis the Tax Court found that as to 1940, when only an 
oral agreement existed, there was no partnership but that this was corrected 
by a formal agreement on January 1, 1941. For 1941, therefore the income 
could be divided between husband and wife. 
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Future Interests—Gift Taxes 


By LEON BIZAR 


The author, an attorney and certified public accountant in New York City, dis- 
cusses the general types of cases which give rise to gifts of future interests and 
result in tax losses 


HE IMPORTANCE of a well-inte- 

grated tax plan for large estates has 
become an axiom in estate planning. Vari- 
ous devices are resorted to in order to 
minimize the heavy incidence of federal and 
state taxation. Thus many gifts inter vivos 
are made to avail the estate of the lower 
gift taxes and its many exemptions. The 
donor, however, in his desire to control the 
incidents of his gift, sometimes loses some 
tax advantages of making the gift. Such a 
loss occurs when the donor makes a gift 
of future interest rather than one of present 
interest. 


Internal Revenue Code Section 1003(b) 
(3), states: 


“In case of gifts (other than gifts of fu- 
ture interests in property) made to any 
person by the donor during the calendar 
vear 1943 and subsequent calendar years, 
the first $3,000 of such gifts to such person 
shall not for the purposes of section (a) 
be included in the total amount of gifts 
made during such year.” 


Future interests are somewhat derived 
from the common law classification of es- 
tates in land. Estates were either Estates 
in Possession or Estates in Expectancy. 
Estates in Expectancy were further divided 
into Future Estates and Reversions. 


“A future estate is an estate limited to 
commence in possession at a future day, 
either without the intervention of a prece- 
dent estate, or on the determination by lapse 
of time or otherwise, of a precedent estate 
created at the same time.” (New York 
Real Property Law, { 37.) 


“A reversion is the residue of an estate 
left in the grantor or his heirs, or in the 
heirs of a testator, commencing in posses- 
sion on the determination of one or more 
particular estates granted or devised.” (New 
York Real Property Law, 39.) 


As a general rule, federal laws are gov- 
erned by relationships defined by local com- 
mon law or statutes. However, where the 
federal government has constitutional pow- 
ers to tax, it can also define the measures of 
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its tax without regard to local laws. There- 
fore, whether an interest is future or present 
is determined by Congress or Congressional 
intent rather than by any local law, “it 
plainly is not concerned with the varying 
local definitions of property interest or with 
the local refinements of conveyancing.” 


(U. S. uv Pelzer, 312 U. S. 399 [41-1 ustc 
q 10,027].) 


Thus, in Regulation 108, Section 86.11: 


“Future interests is a legal term and in- 
cludes reversions, remainders and other in- 
terests or estates whether vested or contin- 
gent and whether or not supported by a 
particular interest or estate which are lim- 
ited to cormmence in use, possession, or 
enjoyment at some future date or time.” 

This definition by the Commissioner is 
the one to be followed rather than the more 
limited local definitions. (U. S. v. Pelzer, 
supra; Fondren v. Commissioner, 324 U. S. 18 
[45-1 ustc J 10,164].) 

By Congressional intent and judicial con- 
struction, future interests have been held 
to include the following general categories: 


(a) Where there is uncertainty as to the 
donee; 


(b) Where there has been a postpone- 
ment of use; 


(c) Where there is a gift of income and 
corpus. 


Uncertainty as to the Donees 


One of the reasons for the denial of the 
exclusion in the case of gifts of future 
interest resulted from the difficulty in de- 
termining the number of the eventual donees. 
and the value of their respective gifts. 
Therefore, whenever a gift is made to in- 
dividuals conditioned upon their survivall,. 
the gift is a future gift. (U. S. v. Pelzer, 
supra; Fisher v. Commissioner, 132 F. (2d) 
383 [42-2 ustc 10,226]; Sensenbrenner v. 
Commissioner, 134 F. (2d) 883 [43-1 ustc 
{ 10,033]; Hopkins v. Magruder, 122 F. (2d) 
693 [41-2 ustc § 10,094]; Commissioner v. 
Boeing, 123 F. (2d) 86 [41-2 ustc ¥ 10,104]; 
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Commissioner v. Warner, 127 F. (2d) 913 
[42-1 ustc {J 10,177].) 

This doctrine has also been extended to 
include vested remainders so that now the 
uncertainty is not as to the amounts of each 
gift but rather as to the name of each do- 
nee: “ for it can’t be doubted that a 
vested indefeasible legal remainder after a 
life estate is a future interest.” (Fisher v. 
Commissioner, supra.) Thus arose the de- 
velopment of the broader concept of future 
interests to include every instance where 
use was postponed despite the definite pas- 
sage of title. (Rosa A. Howze v. Commis- 


stoner, 2 TC 1254 [CCH Dec. 13,650].) 


Postponement of Use 


In order for a gift to be of present inter- 
est the donee must have “the right presently 
to use, possess or enjoy the property.” 
(Fondren v. Commissioner, supra.) “Again 
the crucial thing is postponement of enjoy- 
ment, not the fact that the beneficiary is 
specified and in esse or that the amount of 
the gift is definite and certain.” (Fondren 
v. Commissioner, supra.) Future interests are 
not limited to those where it is difficult to 
apprehend the shares. (Welch v. Paine, 120 
F. (2d) 141 [41-1 ustc 10,058]; Fisher v. 
Commissioner, supra.) Postponement of use 
can occur in the following ways: 


(a) Accumulation of income without dis- 
bursement; 


(b) Accumulation of income with discre- 
tionary power to disburse; 

(c) Accumulation of income and dis- 
bursement, subject, however, to previous 
payment of certain indefinite charges; 

(d) Accumulation of income and disburse- 
ment in a manner subject to the discretion 
of the trustee. 


Accumulation Without Disbursement: A\- 
though the rights are indefeasibly vested, 
since the use is postponed, such gifts are 
considered gifts of future interests. This 
theory, although now accepted, was vehemently 
objected to by many jurists. Justice 
Waller of the Circuit Court of Ap- 
peals (Fifth Circuit) in 141 F. (2d) 
422, as a dissenter, states: “Under the regu- 
lation, it is the time of the commencement 
of the use—not the extent of the use,” which 
should determine whether a gift is future 
or present. ‘Thus, continued Mr. Justice 
Waller, a gift of income to be accumulated 
which is indefeasibly vested should be a 
present gift since its use starts immediately 
but is being managed by another (the trus- 
tee). However potent may be the argu- 
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ment, nevertheless it is not the law. Any 
postponement of the use of the income cre- 
ates a future interest. (Mason v. Com- 
missioner, 46 BTA 682 [CCH Dec. 12,454]; 
IVelch v. Paine, supra; Wieboldt v. U. S., 
CCA-7, January 30, 1942. [42-1  ustc 
§ 10,144].) Not every accumulation creates 
a future interest. Sometimes one accumu- 
lates income for convenience in order to 
disburse it in a more practical manner. (126 
F. (2d) 843.) Every unreasonable post- 
ponement creates a future interest, but post- 
poning for one year (131 F. (2d) 127) or 
for a few months does not (124 F. (2d) 
969). 

Accumulation with Discretionary Power to 
Disburse: As long as the trustee decides 
when to disburse directly to the donees or 
to pay the donees’ expenses, the gift remains 
one of a future interest. (U. S. v. Knell, 
CCA-7, 149 F. (2d) 331, May 11, 1945 [45-1 
uUSsTC J10,201] ; Burton v. U. S., Ct. Cl., 60 Fed. 
Supp. 212, May 7, 1945 [45-1 ustc § 10.200] ; 
Winterbotham v. Commissioner, 46 BTA 972 
|CCH Dec. 12,498]; Commissioner v. Wells, 
132 F. (2d) 405 [42-2 ustc ] 9797, 10,223]; 
Guggenheim v. Commissioner, 1 TC 845 [CCH 
Dec. 13,085]; Hay v. Commissioner, 47 BTA 
247 [CCH Dec. 12,573].) 

Thus the pivotal question as to whether 
the trustee had or had not discretion was de- 
termined by the following terms of certain 
trusts: “...to the trustees seemed fit and 
proper” (46 BTA 972); “. in their sole 
discretion may determine” (1 TC 245); “. .. 
in exercise of their sound jurgment” (47 
BTA 247). 

‘There are many cases involving directions 
to trustees to disburse monies for the sup- 
port, maintenance and education of the do- 
nees. Whether or not such gifts are of 
future interest depends on the facts of each 
case as to whether the trustee had any dis- 
cretion or the need was problematical or 
actual. In Fondren v. Commissioner, supra, 
it was decided that the trustee had no 
discretion but that the need might never 
arise since the children were of a wealthy 
family. In Smith v. Commissioner, 131 F. 
(2d) 254 [42-2 ustc § 10,216], the Eighth 
Circuit held that directions to a trustee to 
use monies in his discretion for the 
education and preparation of beneficiary to 
attain a desirable position, created a gift 
of present interest. Since the donees were 
about to enter college, the court construed 
the settlor’s intention to be that of educat- 
ing the donees. The Smith case has been 
criticized in later cases (i. e., Fisher v. Com- 
missioner, supra) as overemphasizing the in- 
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tentions of the donor. The Smith case, 
however, is not irreconcilable with other 
cases if it be remembered that as a question 
of fact, it was found that the disbursement 
of monies was a present actuality and sub- 
ject to no discretion by the trustee. In 
Commissioner v. Disston, the Supreme Court 
f the United States (65 S. Ct. 1328, June 
4, 1945 [45-2 ustc J 10,207]) overruled the 
Third Circuit and held a gift to be of future 
interest despite the fact that the trustees 
were under a duty to disburse monies for 
educating and supporting the donees be- 
cause the facts of the case failed to disclose 
an actual need. In many cases, however, 
the gifts were found to be of present inter- 
est because the trustee had no discretion 
without any consideration of the problem 
of an actual need. (Sharp v. Commissioner, 
3 TC 1062 [CCH Dec. 14,019] ; Stifel v. Com- 
nusstoner, 46 BTA 568 [CCH Dec. 12,435].) 

Accumulation and Disbursement Subject to 
Previous Payment of Certain Indefinite 
Charges: The payment of charges such as 
debts, insurance premiums, etc., postpones 
the use of the income which has been ac- 
cumulated; therefore, the gift becomes one 
of future interest. This category is to be 
distinguished from the previous one because 
in the latter, payment was being made for 
the care and support of the donee. If the 
charges were definite, it would make the 
distributable portion ascertainable, and thus 
a gift of present interest. But whenever 
the charges are indefinite, the amount dis- 
tributable becomes unascertainable. (Com- 
misstoner v. Brandegee, 123 F. (2d) 58 [41-2 
ustc ¥ 10,105]; Hopkins v. Magruder, supra; 
Commissioner v. Boeing, supra; Commissioner 
v. Warner, supra; Bristol v. Welch, 45 Fed. 
Supp. 676 [42-2 ustc J 10,196].) 

But the availability of an interest for 
satisfying creditors’ claims does not make 
an otherwise present interest a future in- 
terest. (Welch v. Paine, supra.) 

Accumulation and Disbursement in a Manner 
Subject to the Discretion of the Trustee: The 
discreticn given a trustee to disburse monies 
in varying proportions creates future inter- 
ests since the donee’s shares are unascer- 
tainable. “What the beneficiary originally 
enjoyed was no more than a contingent 
interest dependent upon the trustee’s dis- 
cretion.” (Helvering v. Blair, 121 F. (2d) 
945 [41-2 ustc § 10,080].) “The value of 
that interest cannot be determined in view 
of the power of the trustee in his absolute 
discretion to terminate that interest by 
awarding the corpus of the trust to another 
beneficiary at any time.” (Riter v. Commis- 


Future Interests—Gift Taxes 





stoner, 3 TC 301 [CCH Dec. 13,745].) Other 
cases of similar nature holding gifts to be 
of future interest are Vogel v. U. S., 42 Fed. 
Supp 103 [41-2 ustc J 10,114]; Commissioner 
v. Estate of Phillips, 126 F. (2d) 851 [42-1 
ustc § 10,150]; Paul v. Commissioner, 46 
BTA 920 [CCH Dec. 12,490]. 


Gifts in Trust of Income and Corpus 


Earlier Internal Revenue Code sections 
and court decisions complicated this subject, 
but in Charles v. Hassett, 43 Fed. Supp. 432 
[42-1 ustc § 10,139], a clear and simple 
restatement of the current law is to be found. 
From 1939 to 1942, gifts in trust were specif- 
ically excluded from any deductions for a 
specific exclusion. As a result many cases 
had held that in gifts in trust the donee was 
the one possessing legal title—or the trustee. 
Because all gifts in trust were excluded, the 
above ruling was not of great importance. 
However, in the Revenue Act of 1942, gifts 
in trust were not excluded unless they were 
gifts of future interest. Thus the question 
of who is the donee in a trust, the trustee or 
the many beneficiaries, became of financial 
importance. Helvering v. Hutchings, 312 
U. S. 393 [41-1 ustc 7 10,026], clarified the 
law so that today the equitable owner is 
the donee—the beneficiaries. 


That “gifts of corpus here are gifts of 
future interests in property and that the 
gifts of income are gifts of present interest,” 
(Charles v. Hassett, supra) are the broad 
principles of today’s law. 


It is important that the gift of income is 
not restricted in use, and all the principles 
discussed previously will effect the final de- 
termination whether such a gift of income 
is of present or future interest. (Sensen- 
brenner v. Commissioner, supra; Fisher v. 
Commissioner, supra; Commissioner v. Bran- 
degee, supra). 


Gifts of corpus are gifts of future interest 
because the use is postponed until the termi- 
nation of the income owner’s interests. 


This distinction has been closely adhered 
to even if the gift of income and corpus is 
made to the same donee. Thus the Third 
Circuit denied the petitioner’s argument that 
a merger takes place and hence both income 
and corpus are present interests, since there 
is but one donee. To support the argument 
of merger the ancient “Rule in Shelley's 
Case,” which has been the bane of many a 
law student, was used by the petitioner, but 
to no avail. (IWisotskey v. Commissioner, 
144 F. (2d) [44-2 ustc J 10,142].) 


[The End] 
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N DECEMBER 29, 1945, new regula- 
tions became effective relating to the 
circumstances under which the income from 
irrevocable inter-vivos trusts will, for tax 
years commencing January 1, 1946,’ be tax- 
able to the grantor of such trusts (Regula- 
tions 111, Section 29.22(a)-21; Treasury 
Decision 5488). 

There can be little doubt that the breadth 
of the definition of the term “gross income” 
in Section 22(a) of the Internal Revenue 
Code and the uncertain limits of the prin- 
ciple enunciated by the Supreme Court in 
Helvering v. Clifford, 309 U. S. 331 (1940) 
[40-1 ustce J 9265], make it most desirable 
that the taxpayer be more definitely apprised 
in respect of the attitude of the Commis- 
sioner regarding the circumstances under 
which the income from irrevocable Jnter- 
vivos trusts will be taxed to the creator of 
such trusts. The new regulations manifestly 
show a careful study of the problem and a 
desire to establish more definite standards 
for the guidance of the taxpayer. It remains 
to be seen, however, whether the new regu- 
lations will achieve the objective sought or 
whether they will result in a continuance of 
the existing welter of litigation. 


The Clifford and Stuart Cases 


Before making a detailed analysis of the 
new regulations, let us first consider the 
actual holding in the now celebrated Clifford 
case. Before that decision, tax men gen- 
erally considered that the device of the irre- 
vocable inter-vivos trust effectively insulated 





1 Treasury Mimeograph 5968, dated January 4, 
1946, provides that in cases not yet finally deter- 
mined for taxable years before 1946, ‘‘it will be 
the policy of the Bureau, where no inconsistent 
claims prejudicial to the Government are as- 
serted by trustees or beneficiaries, not to assert 
liability of the grantor under the general pro- 
visions of section 22 (a) of the Code, if the trust 
income would not be taxable to the grantor 
under the amendment to the regulations.”’ 
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the creator of such a trust from income tax 
liability in respect of such trusts unless the 
trust was created for the purpose of dis- 
charging the grantor’s legal obligations, as 
in Douglas v. Wilcutts, 296 U. S. 1 [36-1 usrc 
{ 9002], and Helvering v. Schweitzer, 296 U. 
S. 551, or unless the trust fell within the 
orbit of Sections 166 or 167 of the Internal 
Revenue Code. In 1940, however, the Su- 
preme Court had before it a set of facts 
about as favorable as could be to the Com- 
missioner’s contention that the broad defini- 
tion of “gross income” in Section 22(a) of 
the Code was applicable to an irrevocable 
trust where it could be found that even after 
its creation the grantor continued for all 
practical purposes to be the owner of the 
trust res. 


In the Clifford case the grantor-husband 
declared himself trustee of certain securities 
for his wife as beneficiary for a period of 
five years, the trust to end sooner if he or 
his wife died sooner. By the provisions of 
the declaration of trust the grantor retained 
the power to accumulate the income and to 
pay to the beneficiary such part of the net 
income as he might in his “absolute dis- 
cretion” determine, and the right to the re- 
version upon the termination of the trust. 
He retained the right to exercise all voting 
powers in respect of the stock held in trust; 
to sell, exchange, mortgage or pledge its 
assets upon such terms as he might deem 
fitting; and to invest without restriction. 
There was an exculpatory clause protecting 
him as the trustee against all but his willful 
acts. The Court held with the Commis- 
sioner that all the income from the trust was 
taxable to the grantor under the broad def- 
inition of gross income contained in Section 
22(a) of the Code, and said (page 335): 


“And where the grantor is the trustee and 
the beneficiaries are members of his family 
group, special scrutiny of the arrangement 
is necessary lest what is in reality but one 
economic unit be multiplied into two or 
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more by devices which, though valid under 
state law, are not conclusive so far as § 22(a) 
is concerned. 


“In this case we cannot conclude as a 
matter of law that respondent ceased to be 
the owner of the corpus after the trust was 
created. Rather the short duration of the 
trust, the fact that the wife was the benefi- 
ciary, and the retention of control over the 
corpus by respondent all lead irresistibly to 
the conclusion that respondent continued to 
be the owner for purposes of § 22(a).” 

The Court did not purport to base its de- 
cision On any one factor but on the presence 
of all three factors, i. e., (1) the short dura- 
tion of the trust with reversion in the 
grantor, (2) the fact that the beneficiary was 
a member of an intimate family group, and 
(3) the broad powers retained over the trus- 
teed property by the grantor-trustee. The 
Court emphasized the fact that it did not 
purport to lay down any rule that the in- 
come of all irrevocable trusts was taxable to 
the grantor, but that the question must be 
considered by careful study of all the facts 
of each particular case. 

The Supreme Court, in Helvering v. Stuart, 
317 U. S. 154 (1942) [42-2 ustc J 9750], 
again had before it the problem of the 
Clifford case. One of the petitioners, John 
Stuart, created three separate trusts for his 
children, naming himself, his wife and his 
brother the trustees and transferring to each 
trust 700 shares of the Quaker Oats Com- 
pany, of which he was president. By the 
provisions of the trust instruments the trus- 
tees were to pay to the beneficiary of each 
trust for the first fifteen years so much of 
the net income as they in their discretion 
should deem advisable, any undistributed 
income to be added to the principal of each 
trust. After fifteen years the trustees were 
to pay all income from the trusts to the 
beneficiaries for life. Upon the death of 
each beneficiary the principal was to be paid 
to the issue of each beneficiary and, failing 
issue, to Princeton University and the Uni- 
versity of Chicago. The grantor reserved 
the right to direct his co-trustees to sell 
the assets of any of the trusts and to invest 


New Treasury Regulations 


the proceeds in such property as he might 
direct and to withdraw and vest in himself 
such trust assets as he might designate upon 
substitution of assets of equal value. The 
right was given to grantor’s co-trustees dur- 
ing the grantor’s life to change the benefi- 
ciaries of any trust or the time when the 
income should be paid. 


The Supreme Court remanded the case so 
that findings of fact could be made by the 
Board of Tax Appeals as to whether the 
grantor’s power of control of the trust cor- 
pora brought the trusts within the doctrine 
of the Clifford case, this question not having 
been before the Board of Tax Appeals when 
the case was tried. The Supreme Court said 
(pages 168-9) that “economic gain for the 
taxable year, as distinguished from the non- 
material satisfactions, may be obtained 
through a control of a trust so complete 
that it must be said the taxpayer is the 
owner of its income. So it was in Helvering 
v. Clifford . . . Section 22(a), we have said, 
indicated the intention of Congress to use 
its constitutional powers of income taxation 
to their ‘full measure’ Control of the 
stocks of the company may have 
determined the manner of creating the 
trusts.” 

After the case had been remanded to the 
Board of Tax Appeals, that court held 
(2 TC 1103 [CCH Dec. 13,616]) that the 
quantum of stock of the Quaker Oats Com- 
pany held in the trusts was not sufficiently 
large to give the grantor, when considered 
in conjunction with his private holdings in 
that company, sufficient control of the stock 
of that company to constitute an economic 
benefit to him. Although the Commissioner 
pointed out to the Tax Court the consider- 
able significance of the fact that the Supreme 
Court had not in its opinion given any weight 
to the fact that, unlike the Clifford case, the 
trusts were for a long term with no right 
of reversion in the grantor, the Tax Court 
held that the income was not taxable to 
the grantor and said (2 TC at 1113): 

“The trusts here are entirely distinguish- 
able from the one involved in the Clifford 
case, supra. There, the trust was for a short 
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term; here, it is for a long term. There, 
the grantor was the sole trustee and had 
absolute discretion to pay over to his wife 
the whole or part of the net income there- 
from; here, the grantor was one of three 
trustees, and he had given over to the other 
two trustees the exclusive right to change 
the provisions of the indentures. There, the 
corpus of the trust was to revert to the 
grantor on its termination; here, petitioner 
could never receive the economic enjoyment 
either of the corpus or its income. There, 
the trust was for the benefit of the wife 
living in the same household with the 
grantor; here, the trusts were for adult 
children, two of whom had established sepa- 
rate residences from petitioner.” 


The Commissioner has made the most of 
the Clifford decision and has sought in many 
cases—and with considerable success—to 
impose taxation upon the grantor where only 
one or two of the factors in the Clifford case 
were present. 


The Earlier Regulations 


The Commissioner soon promulgated regu- 
lations designed to cover the doctrine of 
the Clifford case (Regulations 111, Section 
29.166-1). These regulations, now super- 
seded by those recently enacted for tax 
years commencing after 1945, provided that 
in determining whether the grantor con- 
tinued to be substantially the owner despite 
the trust device, consideration should be 
given to (1) the fact that the grantor could 
obtain the reversion upon the termination 
of a specific term; (2) the fact that the 
corpus could or might be administered in 
the interest of the grantor; (3) the fact that 
the income was being appropriated in ad- 
vance for the customary expenditures of the 
grantor or those which he would ordinarily 
and naturally make; (4) any other circum- 
stance bearing on the lack of permanence 
and definiteness with which the grantor has 
parted with the substantial incidents of own- 
ership of the trust corpus. 


These earlier regulations gave three ex- 
amples of trusts the income from which 
would be considered taxable to the grantor: 


(A) A trust for a term of three years, at 
the end of which time it could be extended 
for a like period at the grantor’s option; 
but in the absence of such extension the 
trust res to revert to the grantor. 


(B) A trust for the term of a year and a 
day, the trust corpus then to be distributed 
to whomsoever the grantor’s wife should 
by deed appoint (the wife not having a sub- 





stantial adverse interest in the disposition 
of the principal or income). 


(C) A trust for the term of the grantor’s 
life, the trust res to be distributed thereafter 
to X, the grantor reserving, however, the 
right to alter, amend or revoke any provi- 
sion of the trust instrument upon notice of 
a year and a day. 


These earlier regulations were obviously 
so broad as to give but little guidance to 
the taxpayer and did not lessen the amount 
of litigation in respect of the problem.’ 


After scores of cases had been decided, 
the Commissioner discarded the compara- 
tively modest claims of his earlier regulations 
and boldly promulgated regulations of a far 
more sweeping nature.® 


The New Regulations 


The new regulations (Regulations 111, Sec- 
tion 29.22(a)-21) are prefaced by an intro- 
duction (subdivision a) stating the basic 
rationale of the Clifford case that the income 
from an irrevocable trust will, despite the 
fact that the income is not payable to or for 
the benefit of the grantor himself (Internal 
Revenue Code, Sections 166, 167) or in dis- 
charge of his legal obligations (Douglas v. 
IVilcutts, supra), be taxable to the grantor 
“if he has retained a control of the trust so 
complete that he is still in practical effect 
the owner of its income.” The introduction 
proceeds to admit the “considerable uncer- 
tainty and confusion” resulting from the 
application of the general principle of the 
Clifford case to varying factual situations, 
and then states that the objective of the new 
regulations is to resolve the difficulties and 
confusion “by defining and specifying those 
factors which demonstrate the retention by 
the grantor of such complete control of the 
trust that he is taxable on the income there- 
from under section 22(a).” 


Subdivision (b) of the new regulations 
then sets forth generally the three basic sets 
of facts, the presence of any one of which 
will result in the trust income’s being tax- 
able to the grantor (unless the income is 
taxable to a spouse or former spouse under 





? For a scholarly discussion of the background 
and the scope of the Clifford case prior to the 
promulgation of the new regulations see article 
by Roswell Magill, Esq., entitled ‘‘What Shall 
We Do With the Clifford Case?’’ April, 1945, 
TAXES, p. 290. See also the comprehensive col- 
lection and analysis of the authorities in 132 
A. L. R. 844-859 and 153 A. L. R. 550-572. 


3 See the recent analysis of the new regulations 
in Rabkin and Johnson, Federal Income Gift 
and Estate Taxation, 
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Sections 22(k) or 171 of the Code). They 
are (1) where the corpus or the income will 
or may after a relatively short term of years 
return to the grantor; (2) where the benefi- 
cial enjoyment of the corpus or the income 
is subject to a power of disposition (other 
than certain expressly excepted powers), by 
revocation, alteration, or otherwise, exer- 
cisable by the grantor or by another person 
lacking a substantial adverse interest, or by 
both; or (3) where the corpus or the income 
therefrom is subject to administrative con- 
trol exercisable primarily for the benefit of 
the grantor. 


The new regulations (in subdivisions c, d, 
and e) then consider and define in detail 
each of the three factual situations, the pres- 
ence of any one of which will cause the in- 
come from the trust to be taxable to the 
grantor rather than to the beneficiary. 


[. Reversion in the Grantor After a Rel- 
atively Short Term (Subdivision c). The term 
“relatively short term” is stated to embrace: 


(1) Any trust, whether or not the bene- 
ficiary is an individual related to the grantor 
or is a charity,‘ the corpus or income from 
which will or may reasonably be expected to 
revert to the grantor within ten years ° from 
the date of the creation of the trust; or 


(2) A trust, the income from which is pay- 
able to any beneficiary,‘ whether related to 
the grantor or not, other than a charity if 
(i) the corpus or the income therefrom will 
or may reasonably be expected to revert to 
the grantor within fifteen years; and, in ad- 
dition, (ii) the grantor or his or her spouse 


‘It has been frequently held that the doctrine 
of the Clifford case would not be applied where 
the beneficiaries of the trust and the grantor did 
not constitute ‘‘an intimate family group’’. Com- 
missioner v. Chamberlain, 121 F. (2d) 765 
(CCA-2, 1941) [41-2 ustc J 9611], discussed infra ; 
Helvering v. Achelis, 112 F. (2d) 929 (CCA-2, 
1940) [40-2 ustc 19542]; Commissioner v. Armour, 
125 F. (2d) 467 (CCA-7, 1942) [42-1 ustc { 9257]; 
Donahue v. Commissioner, 44 BTA 329 (1941) 
(CCH Dec. 11,793], affd. on opinion below, 128 F. 
(2d) 739 (CCA-2) [42-2 ustc { 9554], ‘discussed 
infra; Belknap v. Glenn, 55 F. Supp. 631 (DC 
Ky., 1944) [44-2 ustc { 9373]. Contra, Edison v. 
Commissioner, 148 F. (2d) 810 (CCA-8, 1945) 
[45-1 ustc § 9274]; Commissioner v. Lamont, 127 
F. (2d) 875 (CCA-2, 875) [42-1 ustc { 9442]. 


5It has been held that where the trust corpus 
would revert to the grantor within ten years, 
the income was taxable to the grantor even in 
the absence of substantial powers of control 
economically beneficial to the grantor. Helver- 
ing v. Elias, 122 F. (2d) 171 (CCA-2, 1941) [41-2 
ustc { 9630], cert. den., 314 U. S. 692; Commis- 
sioner v. Barbour, 122 F. (2d) 165 (CCA-2, 1941) 
{41-2 ustc { 9620], cert. den., 314 U. S, 691. But 
see contra Central National Bank of Cleveland v. 
Commissioner, 141 F. (2d) 352 (CCA-6, 1944) 
{44-1 ustc §9202]. 
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living with him or her, or both of them 
(whether or not exercisable as trustee), has 
the power (a) to vote or direct the voting 
of stock comprising the corpus, or (b) to 
control the investments or reinvestments or 
to veto the same or (c) to reacquire the trust 
corpus by substituting other property. 


Note particularly that the possession of 
the powers last mentioned make the income 
from the trust taxable to the grantor despite 
the fact that the grantor’s spouse possesses 
such powers may have a substantial adverse 
interest.® 


Subdivision (c) of the regulations also 
provides that if the trust corpus or income 
will or may revert to the grantor within the 
periods of ten or fifteen years in the two 
instances of short-term trusts defined above, 
it is not necessary that the periods be de- 
fined by a specific term of years; but that, 
for example, a trust measured by the life 
of a person whose life expectancy is less 
than ten or fifteen years, as the case may be, 
or a trust to end upon the graduation from 
college of a son who was eighteen years of 
age at the time of its creation, will both be 
classed as short-term trusts, the income 
from which will be taxable to the grantor. 


Subdivision (c) of the new regulations 
provides that a reversionary interest may 
reasonably be expected to take effect within 
ten or fifteen years, as the case may be, if 
the corpus or the income therefrom is to 
revert to the grantor if he “survives any 
stated contingency which is of an insubstan- 
tial character”; as where, for example, the 
trust income payable to his wife for three 
years is to be returned to him if he survives 
such period but is to continue to be paid 
to his wife if he predeceases her before the 
end of the three-year period. This illustra- 
tion is clear enough, but the nature of a 
contingency “of an insubstantial character” 
is far from clear and certainly will be the 
subject of confusion and litigation. 


The regulations in defining a short-term 
trust provide that any subsequent postpone- 
ment of the date of reacquisition of the corpus 
or the income by the grantor is considered 
to be the equivalent of a new transfer in 
trust commencing from the date when the 
postponement is effected and terminating 
with the postponed date, provided, however, 
that the income under these circumstances 


6 See Commissioner v. Branch, 114 F. (2d) 985 
(CCA-1, 1940) [40-2 ustc { 9727], and Lillian M. 
Newman, 1 TC 921 (1943) [CCH Dec. 13,102], 
in each of which cases the grantor’s spouse had 
the power to revoke the trusts and it was held 
that, among other things, such adverse interest 
prevented taxation of the income to the grantor. 
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will not be taxable to the grantor for the 
period originally provided in the trust. 


II. Power to Determine or Control Benefi- 
cial Enjoyment of Income or Corpus (Sub- 
division d). The new regulations further 
provide that regardless of the duration of the 
trust, the income therefrom will be taxable 
to the grantor where (except for the five 
enumerated situations and Section 167(c)' 
of the Code) the enjoyment of the corpus or 
its income is subject to a power exercisable 
(whether individually or as trustee) by the 
grantor or by a person not having a sub- 
stantial adverse interest, or by both of them, 
to cause a revocation or alteration of the 
trust. If the power so to alter or revoke 
is given to the grantor only after the expira- 
tion of ten or fifteen years (as the case may 
be), the grantor is not taxable on the income 
from the trust until after the expiration of 
such period. 


The five powers expressly excepted from 
taxation to the grantor of a trust under sub- 
division (d) are as follows: 


(1) A power exercisable only by will to 
appoint a donee of the principal or income 
unless the grantor or a person not having a 
substantial adverse interest, or both of them, 
may accumulate such income for disposition 
by the grantor. 


(2) A power to determine the enjoyment 
of the corpus or income among charitable 
beneficiaries of the power, irrevocably desig- 
nated. 


(3) A power in the grantor or another 
person either to distribute or to apply in- 
come to an irrevocably designated current 
income beneficiary or to accumulate such 
income provided that such accumulated in- 
come is eventually payable to such benefi- 
ciary or, if such beneficiary does not survive 
the date of distribution of the accumulated 
income of the trust, if the distribution of 
accumulated income is then to be made to 
an irrevocably designated alternate taker, 
and such date of distribution shall reason- 
ably be expected to occur within the primary 
beneficiary’s lifetime. 


(4) A power in the grantor or another 


person to pay to a current income benefi- 
ciary portions of the trust corpus, provided 





7Section 167 (c), added to the Code by the 
Revenue Act of 1943, Section 134 (a), provides 
that the income from a trust shall not be con- 
sidered taxable to a grantor merely because it 
may be applied or distributed to a beneficiary 
whom the grantor is legally obligated to sup- 
port, except to the extent that such income is 
actually applied for or distributed to such benefi- 
ciary. Section 134 (a) of the Revenue Act of 
1943 was designed to change the rule enunciated 
by the Supreme Court in the Stuart case, supra. 
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(a) it is applied against such beneficiary’s 
proportionate share of the corpus ultimately 
to come to him or (b) provided such power 
is “limited by some reasonably definite ex- 
ternal standard.” 


(5) A power to apportion income (whether 
by distribution or accumulation) to or within 
a class of beneficiaries if (a) such power is 
exercisable exclusively by a trustee other 
than the grantor or spouse living with the 
grantor ® and is not subject to the approval 
of any person other than such trustee and 
(b), in addition, is limited by “some reason- 
ably definite external standard” set forth in 
the trust instrument. Such standard must 
be based upon “the needs and circumstances” 
of such beneficiaries and be susceptible of 
enforcement by a court of equity. This 
exception is not applicable if the trustee may 
add to or eliminate income beneficiaries 
named in the trust instrument (other than 
after-born children). A power to allocate 
receipts as between corpus and income is 
not by the regulations deemed to be a power 
over beneficial enjoyment within the mean- 
ing of this exception. 


Admittedly, there is considerable author- 
ity in cases dealing with long-term trusts 
supporting subdivision (d) of the new regu- 
lations as limited by the five excepted powers.” 

III. Administrative Control Primarily for 
the Benefit of the Grantor (Subdivision e). 
The trust income, regardless of the duration 
of the trust, is taxable to the grantor where, 
by the trust provisions “or the circumstances 
attendant on its operation” administrative 
control is exercisable “primarily for the 
benefit of the grantor.” The new regulations 
state that administrative control is exercis- 
able primarily for the benefit of the grantor 
where: 


(1) There is a power exercisable by the 
grantor or by any person lacking a substan- 
tial adverse interest, or by both of them 
(whether acting as trustee or not), which 
enables the grantor or any person to pur- 
chase, exchange or otherwise deal with or 
dispose of the corpus or income of the trust 





8 Regardless of whether the spouse possesses a 
substantial adverse interest. 

»Commissioner v. Buck, 120 F. (2d) 775 
(CCA-2, 1941) [41-2 ustc § 9520]; Stockstrom v. 
Commissioner, 148 F. (2d) 491 (CCA-8, 1945) 
[45-1 ustc J 9243], cert. den. 66 S. Ct. 23; Hdison 
v. Commissioner, supra; Miller v. Commissioner, 
147 F. (2d) 189 (CCA-6, 1945) [45-1 ustc { 9172]; 
Brown v. Commissioner, 131 F. (2d) 640 (CCA-3, 
1942) [42-2 ustc § 9761], cert. den. 318 U. S. 767; 
Ben F.. Hopkins, 5 TC 803 (1945) [CCH Dec. 
14,767]; Chertoff v. Commissioner, 6 TC —, No. 
39 (five dissents) [CCH Dec. 14,993]; Steckel v. 
Commissioner, CCA-6 [46-1 ustc J 9213]; Littel v. 
Commissioner, CCA-2 [46-1 ustc { 9232]. 
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for less than a full monetary consideration; 
or 

(2) There is a power exercisable by the 
grantor or spouse living with the grantor” 
(whether or not acting as trustee), or by 
any person acting in a non-fiduciary capacity, 
which enables the grantor to borrow the cor- 
pus or income; or 


(3) There is a power exercisable by a fidu- 
ciary, other than the grantor or spouse living 
with the grantor,” which enables the grantor 
to borrow the corpus or income and, such 
power having been exercised, the grantor 
has not completely repaid the loan, with 
interest, before the beginning of the taxable 
year; or 

(4) Where any of the following powers 
are exercisable by any person (including, 
of course, a grantor) acting in a non-fiduciary 
capacity: (a) a power to vote or direct the 
voting of stock held in trust; (b) a power 
to control or veto investments; or (c) a 
power to reacquire assets in the corpus of 
the trust by substituting other property. 

The regulations, subdivision (e), provide 
that presumptively a power exercised by a 
trustee is exercised in a fiduciary capacity 
for the benefit of the cestuis; but the mere 
fact that a trustee’s powers are couched in 
broad language does not indicate that he 
has the power to borrow or to sell the trust 
assets for less than full money’s worth, al- 
though such authority may be indicated by 
the actual administration of the trust. 


The provisions of subdivision (e) of the 
new regulations seem to have less support 
in the decisions than any of the other pro- 
visions of these regulations.“ In any event 
taxpayers may take comfort from the fact 


Regardless of whether the spouse possesses 
a substantial adverse interest. 

1 See Modie J. Spiegel, Jr. v. Commissioner, 
TC Memo., Dkt. 1250 [CCH Dec. 14,355] and 
Litta Matthaei v. Commissioner, 4 TC 1132 
(1945) [CCH Dec. 14,491] (income held in both 
cases not taxable to the grantor although he 
borrowed or appropriated trust assets); Arm- 
strong v. Commissioner, 143 F. (2d) 700 (CCA-10, 
1944) [44-2 ustc J 9409] (grantor-trustee held not 
taxable although he had power to borrow from, 
sell or encumber the trust estate and to hold 
trust assets in his individual name); Commis- 
sioner v. Branch, 114 F. (2d) 985 (CCA-1, 1940) 
[40-2 ustc { 9727] (grantor held not taxable 
although he retained power to pledge trust 
assets to secure his private indebtedness) ; Cush- 
man v. Commissioner, 4 TC 512, reversed CCA-2, 
January 14, 1946 [CCH Dec. 14,295], discussed 
infra; Morss v. United States, DC Mass., Febru- 
ary 7, 1946 [46-1 ustc { 9182]; Kohnstamm v. 
Pedrick, discussed infra; Ronald K. Evans v. 
Commissioner, TC Memo. [CCH Dec. 14,995 (M)], 
Dkt. 5510, decided January 31, 1946 [grantor’s 
non-fiduciary power to direct or veto investments 
held not sufficient to justify taxing the trust 
income to him]. 
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that the Commissioner has apparently re- 
ceded from what was apparently his earlier 
position that a grantor may be taxable solely 
on the ground that he retained generally 
broad powers of control over the trust.” 


It should be noted that, curiously enough, 
the new regulations do not expressly cover 
the situation where the corpus of the trust 
consists of an interest in a partnership con- 
trolled by the grantor, a situation which 
might well result in substantial economic 
benefit to the grantor." Perhaps the Com- 
missioner deemed it advisable to await the 
decisions of the Supreme Court in Commis- 
sioner v. Francis E. Tower [46-1 ustc J 9189] 
and Lusthaus v. Commissioner [46-1 ustc 
7 9190], decided February 25, 1946, dealing 
with family partnerships before committing 
himself. 


Application of New Regulations 


Let us now take six cases decided by the 
Circuit Courts of Appeals and attempt to 
determine if the income from the particular 
trusts would have been taxable to the 
grantor under the new regulations.™* 


Phipps v. Commissioner, 137 F. (2d) 141 
(CCA-2, 1943) [43-2 ustc 79513]: There 
the grantor created an irrevocable trust in 
1932 for the benefit of his wife and then 
unborn daughter and named a trust com- 
pany, his wife and himself as trustees. In 
1934 the grantor resigned as trustee. The 
trust instrument provided that the trustees 
could pay over to the beneficiaries such 
portion of the income as they deemed advis- 
able and could accumulate the income for 
the daughter until she attained the age of 
twenty-one years, the accumulated income 
then to be paid to her, after which time the 
trustees could pay the trust income to one 
or both of the cestuis in such proportions 
as they deemed best; that upon the deaths 


12See Alma M. Meyer v. Commissioner, 6 TC 
—, No. 11 (January 17, 1946) [CCH Dec. 14,935] 
(held that a power to manage the trust estate 
“‘as fully as if I were the absolute owner of the 
trust property’’ would not alone make the in- 
come from the trust taxable to the grantor, 
“that management powers through which no 
economic gain may be derived are not sufficient 
to justify holding the settlor-trustee chargeable 
with the income’’); Leonard v. Commissioner, 
4 TC 1271 (1945) [CCH Dec. 14,516]; McCutchin 
v. Commissioner, 4 TC 1242 (1945) [CCH Dec. 
14,513]. But see, however, W. L. Taylor v. 
Commissioner, 6 TC —, No. 27 [CCH Dec. 14,961] 
(February, 1946), four members of the court 
dissenting. 

13 Compare Losh v. Commissioner, 145 F. (2d) 
456 (1944) [44-2 ustc { 9513] and Haldeman v. 
Commissioner, 6 TC —, No. 49 (March 6, 1946) 
[CCH Dec. 15,008] with Armstrong v. Commis- 
sioner, supra. 

14 See Treasury Mimeograph 5968 quoted supra, 
footnote 1. 
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of both the wife and daughter the principal 
of the trust should be paid to whomsoever of 
the grantor’s descendants the wife should 
appoint by will; and that the wife could at 
any time direct the trustee to pay over the 
entire trust principal and income to the 
grantor and thus end the trust. The usual 
powers given to the trustees under a modern 
trust were included in the trust instrument. 
None of the income was used for the sup- 
port and maintenance of the cestuis. 

The Circuit Court of Appeals, reversing 
the decision of the Tax Court, held that the 
income from the trust was not taxable to the 
grantor under the Clifford doctrine. In his 
opinion Circuit Judge Frank first held that 
the corporate trustee was not independent in 
view of the fact that the grantor was a 
director and officer and his brother was 
president thereof, and that the grantor and 
his brothers and sisters were the sole stock- 
holders; therefore, the situation must be 
considered as if the grantor and his wife 
were the sole trustees. The court, in hold- 
ing that the income was not taxable to the 
grantor, emphasized the fact that the trust 
was for a long term and, such being the 
case, the grantor’s control over the trust 
must be “very substantial” to make the in- 
come taxable to him; that the wife, having 
a substantial adverse interest in receiving 
income from the trust for herself, cannot be 
presumed to be so lacking in independence 
that she would exercise her powers as trus- 
tee in accordace with the grantor’s wishes. 


Subdivision (c) of the new regulations, 
making taxable trusts with a duration of ten 
or fifteen years, would not be applicable 
because the trust, being based upon the lives 
of the wife and daughter, would presumably 
last longer than either of those periods. Sub- 
division (d) would, I believe, be applicable 
because the wife, who was a trustee and 
also one of the beneficiaries of the trust, 
could participate in an alteration of the 
cestuis’ shares of the income from the trust 
after the daughter had attained her major- 
ity; such power is not “exercisable exclu- 
sively by a trustee other than the grantor 
or spouse living with the grantor” and is, 
moreover, not “limited by some reasonably 
definite external standard” within the con- 
templation of the fifth exception set forth 
in subdivision (d) of the regulations. The 
power in the wife to revoke the trust would 
not, however, render the income taxable to 
the grantor in view of the wife’s substantial 
adverse interest against revocation. It 
would seem, however, that subdivision (e) 
of the regulations would not be applicable 
for the reason that administrative control 


was not exercisable primarily for the benefit 
of the grantor rather than for the benefi- 


ciaries. It would seem, then, that in the 
Phipps case the income from the trust would 
be taxable to the grantor under the new 
regulations. 


In Commissioner v. Chamberlain, 121 F. 
(2d) 765 (CCA-2, 1941) [41-2 ustc J 9611], 
the grantor created a trust to last not longer 
than four years, the income beneficiary be- 
ing Columbia University. The grantor and 
an individual unrelated to him were the 
trustees. The trust instrument provided that 
upon the termination of the trust the corpus 
would revert to the grantor or to his estate 
if he had died. The trustees were empowered 
to invest in non-legals and had broad powers 
of managment. 


The Circuit Court of Appeals affirmed the 
decision of the Tax Court and held that 
despite the short term of the trust the in- 
come therefrom was not taxable to the 
grantor in view of the facts that the benefi- 
ciary was not a member of an intimate fam- 
ily group, as in the Clifford case, and that 
there was an independent co-trustee. 

Clearly, under subdivision (c) of the new 
regulations the income would have been 
taxable to the grantor on the sole ground 
that the trust, regardless of the charitable 
nature of the beneficiary, would end within 
ten years and the corpus then revert to the 
grantor. 

In Jessie W. Donahue v. Commissioner, 44 
BTA 329 (1941) [CCH Dec. 11,793], affirmed 
on opinion of the Board of Tax Appeals, 128 
F. (2d) 739 (CCA-2) [42-2 ustc J 9554], 
the grantor created trusts for the benefit of 
brothers and sisters of her deceased hus- 
band, none of whom were members of her 
household, the trusts to terminate on the 
deaths of the respective beneficiaries, and 
the corpora then to revert to the grantor 
or to her estate. The trust instrument pro- 
vided that certain stipulated amounts be paid 
to each of the beneficiaries, any excess in- 
come to be paid to the grantor; and the 
latter agreed to pay any deficiency between 
the total income from the trust and the ag- 
gregate amounts to be paid to the cestuis. 
In the instrument creating the trusts the 
grantor reserved a power of direction over 
the trustee, the Chase National Bank of the 
City of New York, as regards sales, invest- 
ments “or other operations” of the trusts. 


Both the Board of Tax Appeals and the 
Circuit Court held that the income from the 
trusts was not taxable to the grantor under 
the Clifford doctrine and stressed (1) the 
lack of an “immediate family group,” (2) 
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the presence of a separate and independent 
trustee and (3) the long term of the trusts. 
The opinion of Judge Van Fossan of the 
Board of Tax Appeals states (at pages 332- 
3) 

“The fact that petitioner retained the right 
to direct investments is not enough, by itself, 
to cause the application of the Clifford doc- 
trine. Commissioner v. Branch, 114 F. (2d) 
985 [40-2 ustc $9727]. The trusts 


were real trusts and their income may not 
be treated as that of the petitioner on the 
cround that she retained the major incidence 
of ownership and control of the corpora.” 


There can be no doubt that the facts of 
this case would fall within the provisions 
of subparagraph 4, subdivision (e) of the 
new regulations, which provide that, regard- 
less of the duration of a trust and the iden- 
tity of the beneficiaries, administrative con- 
trol of the trust is exercisable primarily for 
the benefit of the grantor where a person in 
a non-fiduciary capacity has a power to veto 
or to control the investment of the trust 
funds. 


In Jones v. Norris, 122 F. (2d) 6 (CCA-10, 
1941) [41-2 ustc J 9636], the grantor created 
separate trusts for his nine children to con- 
tinue for twenty years, the income to be 
accumulated by the trustee, an employee of 
the grantor, and added to the principal, 
which was to be paid over to the benefi- 
ciaries upon the termination of the trust. 
The trust instrument provided that the 
grantor reserved the right to change the 
trustee; to make further changes in the trust 
and in the investments in the interests of 
the beneficiaries; and to direct the payment 
over to the cestuis of all or a portion of 
their shares of the principal or income after 
they attained their,.majorities. The grantor 
traded in the assets of the trust and even 
placed some of the proceeds of the sales 
of trust assets in his private bank account, 
but kept careful record thereof as being 
held for the account of the trust. He re- 
tained no power to revest the income or 
principal in himself. 


The Circuit Court held that the Clifford 
doctrine was not applicable, emphasizing the 
point that the grantor’s broad powers were 
not sufficient to make the income taxable to 
him in view of the long term of the trust 
and his lack of power to revest the corpus 
of the trust in himself. 


Under the new regulations, subdivision 
(d) probably would not be applicable be- 
cause the power to accumulate the income 
for beneficiaries who would ultimately re- 
ceive it and the power to direct the payment 
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of principal in accordance with their appor- 
tionate shares, are expressly stated not to 
be power to control beneficial enjoyment of 
income under the regulations (see exceptions 
3 and 4). However, it would seem that sub- 
division (e), subparagraph (4), would be 
applicable, inasmuch as it provides that ad- 
ministrative control is exercisable primarily 
for the benefit of the grantor where the 
grantor, who is not the trustee, retains a 
power broad enough to enable him to bor- 
row the corpus, directly or indirectly. 


In Kohnstamm v. Pedrick, 62 F. Supp. 142 
(DC S. D. N. Y., 1945) [45-2 ustc J 9380], 
the grantor created a trust for the benefit 
of his wife and children, reserving the right 
to direct the trustee, the City Bank Farmers 
Trust Company, as to sales and investments 
of the trust assets and to vote the stock of 
a closely held corporation of which he was 
the president, a director, and a stockholder, 
the trust to be measured by the life of his 
wife and until his children reached the age 
of thirty-five years, at which time they were 
to receive the principal. The trust agree- 
ment provided that the children’s share of 
income be paid to their mother to be applied 
by her for their benefit. Apparently such 
income was not used for their maintenance. 


The District Court held that the income 
was taxable to the grantor. Several weeks 
ago the Circuit Court for the Second Circuit 
reversed this decision [46-1 ustc { 9122] and 
stressed particularly the facts that the 
grantor had “parted with all pecuniary inter- 
est in the fund” and could not alter the 
devolution of the trust fund among the bene- 
ficiaries. The opinion by Judge Learned 
Hand states that the grantor was not the 
“owner” of the property within the meaning 
of the Clifford doctrine: 


“The test is impalpable enough at best; 
but if it is to be continually refined by suc- 
cessive destructions, each trifling in itself, 
we shall end in a morass from which there 
will be no escape, and the spate of decisions 
already poured upon us will be the earnest 
of eventual utter confusion. .. .” 


It would seem to be reasonably clear that 
under subdivision (e) of the new regulations 
the grantor’s non-fiduciary power to vote the 
trusteed stock and to direct the investments 
would cause the income to be taxable to him 
despite the comparatively long duration of 
the trusts and his failure to retain any re- 
versionary right to the income or the princi- 
pal of the trust. 


Let us compare the Kohnstamm case, supra, 
with Cushman v. Commissioner, decided Janu- 
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ary 14, 1946 (CCA-2 [46-1 ustc § 9141]). 
There the grantor created a trust, measured 
by the lives of his two minor children, nam- 
ing himself and his wife as trustees with 
provision for the Guaranty Trust Company 
of New York to act as successor trustee 
upon the death of the grantor and his wife. 
The grantor reserved the right during his 
life to control sales and investments of the 
trust corpus. The corpus of the trust con- 
sisted of stock of a corporation of which the 
grantor was a director, the chairman of the 
executive committee, and a_ substantial 
stockholder. The trust agreement provided 
that the trust could be revoked by the grant- 
or’s wife or by the successor trustee, in 
which event the corpus was to be paid over 
to the children or their issue and could 
revert to the grantor only under an ex- 
tremely remote contingency. The income 
could be accumulated for the benefit of the 
cestuis during their minorities. 

The Tax Court, 4 TC 512 {CCH Dec. 
14,295], held that the income from the trust 
was taxable to the grantor under Section 
22(a) of the Code, five judges dissenting. 
This decision was reversed by the Circuit 
Court of Appeals, Second Circuit, Judge 
Frank dissenting. The latter court stressed 
the probable long duration of the trust, the 
improbability of any reversion in the grantor 
and the fact that his broad powers were 
exercisable in a fiduciary capacity. 


v. Washington. 


By its action the Court upheld the judgment of the California Supreme Court 
which had previously sustained the constitutionality of the California Corporation 
Income Tax Act as applied to an unqualified foreign corporation which had con- 
tinuously solicited business in the state through local salesmen and had engaged 
in other “activities” which established its “presence” 
warrant approval of the tax upon its net income derived from such sources, ir- 
respective of its contention that it was engaged exclusively in interstate commerce. 


CALIFORNIA INCOME TAX ACT UPHELD 


At the concluding session of the October, 1945, term, the U. S. Supreme 
Court in a per curiam opinion, affirmed the California Supreme Court in the 
case of West Publishing Company v. McColgan. 

granted upon the authority of the following cases: 
pany v. Town of Oak Creek; Interstate Busses Corporation v. Blodgett; 
Memphis Natural Gas Company v. Beeler, and International Shoe Company 
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There would seem to be little doubt but 
that under the new regulations the income } 
from the trust in the Cushman case would 
be considered taxable to the grantor. Sub- 
division (d), relating to a power to deter- 
mine or control the beneficial enjoyment of 
the income or corpus of a trust, would seem 
to be applicable by reason of the possession 
by the grantor’s wife (who possessed no 
substantial adverse interest in the corpus or 
income) of a power of revocation. This re- 
sult would seem to follow despite the fact 
that the grantor had divested himself of 
any right of reversion except upon a most 
remote contingency. 


Conclusion 


Although it may be said that the new 
regulations are reasonably definite and thus 
provide taxpayers with some guideposts and 
indicia as to the Commissioner’s attitude 
in respect of the Clifford doctrine, it seems 
apparent that these regulations, in general, 
extend the doctrine considerably beyond the 
actual holding in the Clifford case and most 
of the cases relating to the problem. 


It seems unlikely that the new regulations 
will resolve the present confusion so well 
stated by Judge Learned Hand in the Kohn- 
stamm case, supra, but rather that they will 
result in a continuance of the extensive 
litigation which has burdened the courts 
dealing with the problem. [The End] 
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j},EDERAL TAX LAW and general state 
law exist side by side, each reacting upon 
and affecting the other. General state law 
determines the rights and obligations flow- 
ing from transactions. Federal tax law deter- 
mines the extent to which such transactions 
shall contribute to the public fisc. Just as 
ordinary transactions are frequently varied 
with a view to tax consequences, so tax stat- 
utes must frequently be altered to reach 
particular transactions which have a settled 
treatment under general state law. The 
essence of tax avoidance plans is the utiliza- 
tion of forms and moulds to which general 
state law attaches certain legal consequences. 
Tax statutes are constantly being amended 
to include within their scope situations which 
are found to have a mantle of immunity 
under general state law. Section 126 of the 
Internal Revenue Code is an outgrowth of 
this type of interplay. Long before the 
federal income tax, the problem of what 
constituted income and what expenses were 
income charges was the subject of innumer- 
able cases in the state courts dealing with 
the conflicting rights of life beneficiary and 
remainderman, and successive life benefi- 
ciaries, of trusts and estates... What was 
properly corpus and what was income be- 
came the subject of rules whose rationale 
was an equitable adjustment of these con- 
flicting rights subject to expressions of in- 
tention of the grantor or testator. Into this 
arena was injected the federal income tax 
aimed at reaching all income. But there 
were instances where income became corpus 
under the general state law of estates be- 
fore the income tax could make its exaction. 
Thus, upon the death of a cash basis tax- 
payer, all income items which had accrued 
but were not received were held to be 
corpus of the decedent’s estate, and not tax- 


1See Minot v. Paine, 99 Mass. 101 (1868); 
Gibbons v. Mahon, 136 U. S. 549 (1890); Matter 
of Osborne, 209 N. Y. 450, 103 N. E, 723 (1913). 
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In Income and Estate Taxes 


The author presented the 





able income to the estate when received.’ 
Nor were the items taxable in the decedent’s 
last return since he was on the cash basis. 
Although death itself is a great income tax 
saver in that unrealized appreciation to the 
date of death is by specific provision of the 
Revenue Laws freed from any income tax 
by allowing value at date of death as the 
cost basis for all property of a decedent,’ 
yet the immunity of income items otherwise 
taxable was purely the unanticipated result 
of principles of general estate law. The 
statutory modifications leading up to Section 
126 were aimed at remedying this situation. 
A study of this development will be helpful 
in properly understanding the scope and 
meaning of Section 126. 


Statutory Background of Section 126 


Section 134 (e) of the Revenue Act of 
1942 added Section 126 to the Internal 
Revenue Code. As part of the same revi- 
sion of the law, Section 134 (a) of the Reve- 
nue Act of 1942 amended Section 42 of the 
Internal Revenue Code, and Section 134 (b) 
amended Section 43 of the Internal Reve- 
nue Code.* 





2 Nichols v. U, S., 64 Ct. Cls. 241 (1927) [1 
ustc { 225, 255]. See also William G. Frank, 
Adm., 6 BTA 1071 (1927) [CCH Dec. 2396]; E. S. 
Heller, Exec., 10 BTA 53 (1928) [CCH Dec. 
3380]; George Nichols, Exec., 10 BTA 919 (1928) 
[CCH Dec. 3594]; Hstate of A. Plumer Austin, 
10 BTA 1055 (1928) [CCH Dec. 3618]; William 
K. Vanderbilt, Exec., 11 BTA 291 (1928); [CCH 
Dec. 3764]; J. Howland Auchincloss, Exec., 11 
BTA 947 (1928) [CCH Dec. 3912]; William P. 
Blodgett, Exec., 13 BTA 1243 (1928) [CCH Dec. 
4512]; Jackson B. Kemper, Adm., 14 BTA 931 
(1928) [CCH Dec. 4705]. Compare City Bank 
Farmers Trust Company, Exec., 29 BTA 190 
(1933) [CCH Dec. 8263]. 

%’ Section 113 (a) (5) Internal Revenue Code. 

*Section 134 (c) of the Revenue Act of 1942 
amended Section 22 of the Internal Revenue 
Code (relating to the definition of gross income) 
by adding thereto subdivision (1) referring to 

Footnote 4 continued on page 634 


633 





In order to understand the full implica- 
tion of these changes, it is essential to refer 
to their historical background. Prior to the 
amendment of Section 42 by the Revenue 
Act of 1934, the courts had held that in- 
come of a decedent on a cash basis accrued 
prior to his death did not constitute income 
to his estate when collected’ The accrued 
item was not income to the decedent since 
it had not been received. Immediately upon 
his death the item was considered a corpus 
item of the estate, having a cost basis of 
the value of the item at the date of death 
and, when collected by the estate, was held 
to be simply the realization of its value with- 
out any resultant gain. A taxpayer on the 


accrual basis was in a different situation, 
since all items accrued prior to death were 
includible in the decedent’s last return on 
the basis of his accrual method of accounting. 


The Revenue Act of 1934, in an attempt 
to overcome this gap in the income tax law, 
amended Section 42 of the Internal Revenue 
Code to provide that whether a taxpayer 
decedent was on a cash or accrual basis, all 
items of income were to be accrued in the 
decedent’s last return.? For purposes of the 
last return, therefore, the cash basis tax- 
payer was transformed into an accrual basis 
taxpaver. 


Under Section 42, as thus amended, it be- 
catne important to determine what items 
were to be considered accrued. In view of 
the purpose of the amendment of Section 
42, the word “accrued” was given a very 
broad significance, and finally the Supreme 
Court of the United States in Helvering v. 
Enright*™ held that even such items as work 
in process in a personal service partnership, 
representing work upon which considerable 
further work still had to be done to bring 
matters to completion, were to be con- 
sidered accrued under Section 42. This 
expansion of the meaning of the word “ac- 
crued” led to rather harsh results, since it 
pyramided large amounts of income in a 
decedent’s last return, which would ordinarily 
have been received over a period of time 
comprehending more than one taxable period. 


Footnote 4 continued 

Section 126 as governing the inclusion in gross 
income of income in respect of a decedent. Sec- 
tion 134 (d) of the 1942 Act amended Section 
23 of the Internal Revenue Code (relating to 
deductions) by adding thereto subdivision (w), 
which refers to the deductions under Section 
126 (b) and 126 (c), both herein discussed below. 


5 See note 2, supra. 


48 Stat, 680 c. 277, Section 42. Section 43 
was similarly amended with respect to deduc- 
tions. 


7312 U. S. 636 (1941) [41-1 ustc | 9356). 
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It became apparent that the remedy for 
overcoming the tax avoidance feature under 
the pre-1934 act had introduced into the tax 
law a serious inequity. To meet this prob- 
lem, Section 134 of the Revenue Act of 1942 
amended Sections 42 and 43 and introduced 
Section 126 into the law. 


The purpose of the amendments embodied 
in Section 134 of the Revenue Act of 1942 
was to retain the aim of the original amend- 
ment embodied in the Revenue Act of 1934, 
so that accrued income properly taxable 
should not escape taxation in the case of a 
cash basis taxpayer, and, at the same time, 
to avoid the inequity of piling up income in 
the decedent’s last return which did not 
properly belong there. 


The two-fold purpose was accomplished 
in this way:—A cash basis taxpayer’s final 
return no longer included accrued items, but 
such items referred to in Section 126 as “in- 
come in respect of a decedent” were made 
taxable, when received, to the estate or per- 
son entitled by devise, bequest or inheritance 
to the particular income item.: Not every 
conceivable item which might result in gain 
to the estate was included in “income in re- 
spect of a decedent,” but only those as would 
have been included in the cash basis tax- 
payer’s final return under the accrual pro- 
visions of former Section 42. Former Section 
42 made no distinction between items which 
accrued in ordinary course and those which 
accrued by reason of death. Consequently, 
any item which accrued in ordinary course 
or which accrued by reason of death, and 
would have been thereby includible in de- 
cedent’s last return under former Section 
42, was now made the subject of treatment 
as “income in respect of a decedent” under 
Section 126. 


The accrual basis taxpayer was likewise 
given relief. Payments which accrued only 
by reason of death were excluded from the 
accrual basis decedent's final return, and 
only accruals in due course were includible 
under Section 42 as amended. The reason 
for this was that, in the case of the accrual 
basis taxpayer, as in the case of the cash 
basis taxpayer, it was unfair to pile up in 
the last return items which ordinarily might 
be comprehended within more than one tax- 
able period. 


In order to accomplish the purpose en- 
visaged by these amendments, it was neces- 
sary to modify the application of Section 
113(a)(5), which provides that the cost basis 
of items received by devise, bequest, or in- 
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heritance is their value on the date of death.’ 
This meant that the items covered by Sec- 
tion 126 had, in the hands of the estate 
or legatee, as the case might be, the same 
cost basis as such items had in the hands 
of the decedent. Thus, if an employee who 
was on the cash basis had owing to him 
on his death compensation for services ren- 
dered in a stated amount, the cost basis of 
zero of that employee decedent would carry 
over to the item in the hands of his estate, 
and the entire amount would be taxable. If 
there was owing to a cash basis decedent 
the sum of $10,000 under a contract to sell 
his house, which had a cost basis to him 
of $5,000, the cost basis to the estate would 
be $5,000 even though the item had a value 
of $10,000 on the date of death. 


What Is “Income In Respect of a 
Decedent”? 


Whether an item constitutes “income in 
respect of a decedent” under Section 126, 
is of vital importance in a great variety of 
situations and has important tax conse- 
quences. An analysis of what constitutes 
such income under Section 126 may best be 
made by reference to examples. 

The application of Section 126 will fre- 
quently arise in dealing with dividends on 
stock owned by a decedent. Where a divi- 
dend has been declared before death pay- 
able to stockholders of record on a date 
after death, the question is presented of 
whether the dividend is “income in respect 
of a decedent” under Section 126. State 
laws differ on the question of whether a 
declared dividend belongs to a life tenant or 
a remainderman where the record date is 
subsequent to the life beneficiary’s death.® 


‘Although date of death is referred to 
throughout this paper, it is intended to refer 
as well to the optional valuation date where 
such date is chosen by an executor of an es- 
tate pursuant to Section 811 (j) of the Internal 
Revenue Code. See the second paragraph of 
Section 113 (a) (5), Internal Revenue Code. 

®°The majority of states holds the record date 
determinative, See, e. g., Smith v. Taeker, 
133 Cal. App. 351, 24 P. (2d) 182 (1933); Richter 
é& Company v. Watrous, 109 Conn. 268. 146 Atl. 
727 (1929); Nutter v. Andrews, 246 Mass. 224, 
142 N. E. 67 (1923); In re Winchet’s Estate, 
138 Ohio 97, 33 N. E. (2d) 15 (1941). The 
minority regards the declaration date as de- 
cisive and disregards the record date. Heyn v. 
Fidelity Trust Company, 174 Ind. 639, 197 Atl. 
292 (1938); Beattie v. Gedney, 99 N. J. Eq, 207. 
132 Atl. 652 (1926); Matter of Kernochan, 104 
N. Y. 618, 11 N. E. 149 (1887); Ford v. Snook, 
205 N. Y. App. Div. 194, 199 N. Y. Supp. 630 
(1923), Whether the rule in New York has 
been changed to the record date rule by statute 
has been the subject of judicial disagreement. 
Compare Matter of Bashford, 178 Misc. 951, 36 
N. Y. S. (2d) 651 (1942) and Matter of Depew, 
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Sales on the New York Stock Exchange are 
considered cum dividend before the record 
date and go ex dividend on the record date. 
For purposes of former Section 42 the Su- 
preme Court of the United States recently 
held in Estate of Putnam v. Commissioner ™ 
that a dividend declared before death pay- 
able to stockholders of record on a date 
after death was not to be accrued in the 
decedent’s last return. The Supreme Court 
adopted the view that the record date, for 
practical purposes, determined the person 
actually entitled to the dividend, and con- 
sequently, as a matter of uniform policy, 
should determine the question of accru- 
ability. It would appear to follow that a 
dividend whose record date follows death 
is not “income in respect of a decedent” 
under Section 126. However, the dividend 
will be taxable in full to the estate when 
received, since the dividend as such has no 
cost basis to the estate, the estate tax return 
listing only the stock.” This is true even 
though the estate tax value of the stock re- 
flects the dividend. Taxability does not re- 
sult from the provisions of 126 and 
consequently the estate tax credit under 
Section 126 (c), discussed below,” will not 
be allowed as a deduction to the recipient of 
the dividend. On the other hand, the higher 
cost basis of the stock (value on date of 
death reflecting dividend) will be of value to 
the estate or legatee on a subsequent sale of 
the stock. 


Another example which may serve to il- 
lustrate the nature of “income in respect of 
a decedent” is the case of an option given 
to an employee to purchase stock. Where 
an employee receives as compensation an 
option to purchase stock at its market value 
on the date of the option, it has been held 
that the employee realizes income as com- 
pensation when the option is exercised and 
the stock received on a date when it has 
risen in value.™ The option is intended to 
afford the employee a continuing potential 
benefit which is realized when the option is 
thus exercised. Suppose such a stock option 
is given to the employee or his executors 
and the employee dies before it is exercised. 
Even though the market value of the stock 
at the date of death is in excess of the op- 





179 Mise. 1074, 41 N. Y. S. (2d) 19 (1943). See 
also Matter of Robb, 178 Misc, 240, 33 N. Y. S. 
(2d) 632 (1942). 

1065 S. Ct, 811, decided March 26, 1945 [45-2 
ustc {J 9234]. 

See Estate of Putnam v. Commissioner, 
supra. 

12 See p. 644 infra. 

13 Smith v. Commissioner, 324 U. S. 177 (1945) 
[45-1 ustc {| 9187]; rehearing denied 65 S. Ct. 
891 (1945) [45-1 ustc { 9253]. 
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tion price, there is no basis for assuming 
that the option will ever be exercised. 
Factors other than mere difference in market 
value may enter into the decision of whether 
or not to exercise the option. Consequently, 
even if the employee were on an accrual 
basis, there would be no accruable item of 
income of the decedent employee. Neither 
before death was there any accrued item 
nor did death result in accruing the item. 
On the above analysis, therefore, this option 
right would not be “income in respect of a 
decedent” under Section 126. The value of 
the option would be included for estate tax 
purposes at its value at date of death, i. e., 
fair market value of the stock less the option 
price. Since Section 126 does not apply, the 
option in the hands of the executors loses 
its character as compensation, and thus no 
gain, if any, is realized on the exercise of 
the option and the receipt of the stock.” 


The foregoing examples illustrate the 
necessity of making a careful study of each 
type of income item with a view to whether 


4 Upon disposition of the stock by the ex- 
ecutors, the estate tax value should be com- 
bined with the option price as the basis for 
determining gain or loss. But the recent case 
of Mack v. Commissioner, 148 F, (2d) 62 (CCA-3 
1945) [45-1 ustc {| 9201] cert. denied October 8, 
1945, appears to hold that upon disposition of 
the stock, the cost basis would be the option 
price, In that case taxpayer received under 
his father’s will the right to purchase stock 
of the estate at less than its fair market value. 
The option was exercised and the stock was 
later sold at a profit. The question at issue 
was the cost basis of taxpayer’s stock. Tax- 
payer urged that the value of the option, i. e., 
the difference between the purchase price from 
the estate and the fair market value on date 
of death, plus the price paid to the estate, 
were the components making up the basis of 
the stock to him. The Circuit Court held that 
the taxpayer’s only basis was the cash paid on 
the purchase, considering itself bound by Hel- 
vering v. San Joaquin Fruit and Investment 
Company, 297 U. S. 496 (1936) [36-1 ustc f 9144]. 
In that case an option to purchase land was 
given as part of a lease prior to March 1, 1913. 
The value of the land exceeded the option price 
on that date. Thereafter the option was ex- 
ercised. Upon subsequent sale the question of 
basis arose. Taxpayer contended that the March 
1, 1913, value should be taken since the increase 
in value up to that time should not be taxed 
under a law effective from that date forward. 
The Commissioner contended that the date of 
exercise was the date of acquisition and the 
cost basis of the land was the option price 
paid. The Supreme Court held that the land 
was acquired only on exercise of the option and 
the cost basis was the option price, Thus the 
court held that the value of the option on March 
1, 1913, did not enter into the determination 
of basis. 

The court in the Mack case did not advert 
to the fact that the testator’s grant of the op- 
tion to the optionee was a legacy to the extent 
of the difference between the market value on 
date of death and the option price. If the 
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it constitutes 
dent.” 


‘income in respect of a dece- 
If the item does not come within 


this description, the income tax consequences 
will be entirely different from those which 
follow on the application of Section 126. 


Problems Relating to Stock Purchase 


and Partnership Purchase Agreements 
on Death 


One of the most serious threatened con- 
sequences of Section 126 has been the at- 
tempted imposition of a tax upon a deceased 
stockholder’s gain in binding sale and pur- 
chase agreements on death, of stock in a 
close corporation. In the usual case, stock- 
holders may provide by agreement that in 
the event of the death of one of them, the 
other, or others, agree to purchase, and the 
decedent’s estate to sell, the decedent’s stock 
at a fixed price. That price is frequently 
well over the cost basis of the stock to the 
decedent. The Treasury Department origin- 
ally ruled that under Section 126 the excess 


option itself had been disposed of, the basis 
of the option would have been its value at the 
date of death. To subject to income tax any 
part of the value of the option at date of death 
would be contrary to Section 113 (a) (5) of 
the Internal Revenue Code, which sets the basis 
of a bequest as its value on date of death. That 
the option given by the will would not be 
listed as an asset of the estate for estate tax 
purposes does not alter the applicability of 
Section 113 (a) (5) since the stock itself would 
be so listed and the exercise of the option 
would be the fulfillment of the gift. It consti- 
tutes the equivalent of a bequest of stock sub- 
ject to a charge. The legatee may take the 
bequest and pay the charge or refuse the be- 
quest. Certainly the basis of such stock should 
be the value of the stock made up of that por- 
tion which was bequest and that portion which 
was paid for by the taxpayer. This situation 
is thus different from the option in the San 
Joaquin case, where the exemption of gains ac- 
crued prior to March 1, 1913, was asserted as 
a ground of establishing the value on that date 
as the basis. The date of March 1, 1913, did 
not transform the option into ownership, and 
there was no new event such as the testa- 
mentary gift in the Mack case which crystal- 
lized a certain portion of the basis under Section 
113 (a) (5). To say that the option price is 
the basis is at utter odds with reality and 
is insupportable on the theory that the option is 
one asset and the stock is another asset and 
in some way the basis benefit of the testa- 
mentary gift is lost on exercise of the option. 
See In re Robertson, 5 BTA 788 (1926). To 
make such an assertion is to invite a sale of 
the option at the difference between the estate 
tax value of the stock and the option price 
and then to have the transferee exercise the 
option at the option price. Certainly the trans- 
feree would then have a cost basis of the full 
value of the stock which he actually paid for 
the option and the stock. Such a circuitous, 
formalistic way of avoiding the effects of the 
Mack decision is so obviously available that its 
soundness is surely thrown into question. 
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of the contract price over the decedent's cost 
basis was subject to capital gains tax to the 
estate or legatee. The reason stated for this 
result was that the item was not includible 
in the last return, since the item accrued 
only by reason of death. Consequently, it 
was said the estate or legatee, as the case 
may be, is subject to tax in the manner pro- 
vided by Section 126, i. e., tax on the differ- 
ence between the decedent’s basis and the 
contract price. The Treasury Department 
ruling made no attempt to analyze whether 
this type of item was “income in respect of 
a decedent” under Section 126. It simply 
assumed that to be true. 


The test, as indicated above, is whether 
such an item would have been accrued under 
former Section 42, that is, whether it would 
have accrued as an ordinary accrual item 
or as an item accrued by reason of death. 
If it was not an accrued item under former 
Section 42, it is not income in respect of a 
decedent under Section 126. For purposes 
of illustrative juxtaposition, reference may 
be made to the case where the survivors of 
a decedent stockholder have an option to 
purchase the decedent’s stock.” The de- 
cedent there has an incipient possible benefit, 
but it has not reached the point, at date of 
his death, where there is any item capable 
of being accrued; hence Section 126 is 
clearly inapplicable. 


Furthermore, the transfer of the title to 
the stock does not pass at the moment of 
death. There is only an agreement to sell 
and an agreement to buy. This distinction 
is well established in the law between an 
actual sale and an agreement to sell. The 
agreement to sell requires further acts to be 
done, but the right to payment arises only 
on transfer of the title. Even though the 
survivors might get specific performance of 
the contract because of their need of control 
and the inadequacy of damages, the de- 
cedent’s estate, in the event of refusal to 
honor the contract by the survivors, would 
probably be relegated to an action for dam- 
ages. Depending upon the market for the 
stock, damages might be less than the con- 
tract price of the stock. It is thus obvious 
that the contract is not self-executing at the 
moment of death. Death does not accrue 
the right to collect the monies under the 
contract. This view is supported in the case 
of Commissioner v. Alldis’ Estate. 





1% Compare Wilson v. Bowers, 57 F, (2d) 682 
(CCA-2 1932) [1932 CCH { 9214]. 

16 See Section 1, Uniform Sales Act. 

7140 F. (2d) 885 (CCA-6 1944) 


[44-1 
{ 9190]. 
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In the Alldis case, the decedent, who died 
on January 27, 1938, owned 100 shares of 
beneficial interest in the Chrysler Manage- 
ment Trust. Pursuant to agreement be- 
tween decedent and the trust, in the event 
of decedent’s death, decedent’s estate was 
required to surrender the certificates to the 
corporation and the corporation was re- 
quired to pay the book value, determined 
according to a specified formula. The agree- 
ment went further to state that when de- 
cedent died he should cease to be a 
beneficiary and he or his administrator 
should cease to have any right, title or inter- 
est, beneficial, or otherwise, in the trust 
estate. The court pointed out that although 
the decedent’s administratrix had a right 
to demand payment under the contract, “this 
was not an absolute or unqualified right. 
The Corporation was not required to pay 
until and unless she within one year after 
decedent’s death” should surrender the cer- 
tificates. The Commissioner asserted that 
this sum to be paid by the corporation ac- 
crued to decedent on his death, that is, by 
reason of his death. This view was rejected 
by the Board of Tax Appeals and, in turn, 
by the Circuit Court of Appeals. The latter 
court stated, as follows: 


“We concur in the finding of the Board 
that this fund did not accrue to the decedent 
before his death but did accrue to respondent, 
administratrix, upon the discharge of her 
contractual obligation to the Corporation. 
The result is that it should not have been 
included in computing the decedent’s net 
income for 1938, under Sec. 42 of the Rev- 
enue Act of 1938, 26 U. S. C. A. Int. Rev. 
Acts, page 1027.” * 


In the Alldis case, the agreement provided 
that the interest of the decedent in the cer- 
tificates should cease immediately upon his 
death. Despite that provision, the court re- 
garded the contract as nothing more than an 
agreement to sell rather than a completed 
sale; consequently, it required consummation, 
which took place upon the actual transfer of 
title to the certificates by the administratrix. 
This case appears to hold, in a situation al- 
most identical with the usual stockholders’ 
binding purchase and sale agreement, that 
the gain on such sale would not be properly 
accruable in the decedent's last return under 
the old Section 42. 


Subsequent to the above ruling of the 
Treasury Department, the Regulations under 
Section 126 were amended.” It should be 
noted that the ruling referred to above was 





13 Id. at p. 887. 


2 T, D. 5459, 10 Fed. Reg. 7523, June 22, 1945. 
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considered equally applicable in all respects 
to the sale of stock of a decedent under a 
binding contract and to the usual clause in a 
partnership agreement, whereby the dece- 
dent’s interest in the partnership passes to 
the survivors in return for stipulated pay- 
ments to the decedent’s estate. The earlier 
Treasury ruling specifically referred to the 
fourth paragraph of Regulations 111, Sec- 
tion 29.126-1, in support of its conclusion. 
The fifth sentence of the fourth paragraph 
read, prior to amendment, as follows: 


“Upon his death, the payments by the sur- 
viving partners must be included in the 
widow’s income to the extent they exceed the 
adjusted basis of such assets in the hands of 
the decedent immediately prior to his death.” 


The amendments to the Regulations ap- 
proved June 18, 1945, struck out the above 
sentence and, in lieu thereof, inserted the 
following: 


“Upon his death, the payments by the 
surviving partners must be included in the 
widow’s income to the extent they are at- 
tributable to the earnings of the partnership 
accrued only by reason of his death.” 


The amendments made further changes to 
conform to this basic change. The fourth 
paragraph, starting with the fourth sentence 
to the end thereof, now reads as follows: 


“Another example is the case of a partner 
whose partnership agreement provided that 
upon his death his interest in certain part- 
nership assets would pass to the surviving 
partners in exchange for payments to be 
made by them to his widow. Upon his 
death, the payments by the surviving part- 
ners must be included in the widow’s income 
to the extent they are attributable to the earn- 
ings of the partnership accrued only by reason 
of his death. The income reflected by the 
payments to the extent they are so attributable 
was not includible in the partner’s income 
since it was not received by the partner (for 
the purposes of the cash receipts and dis- 
bursements method of accounting) and was 
accrued only by reason of his death (for the 
purposes of the accrual method of account- 
ing). If the payments are to be made to 
the widow as trustee for minor children, and 
if the right to receive such payments is 
transferred to the children upon their ma- 
jority, the children are within the provisions 
of section 126 (a) (1) as receiving the right 
to such payments by reason of the death of 
the decedent, and must include such pay- 
ments when received in their income to the 
extent the payments are attributable to the 
earnings of the partnership accrued only by 
reason of the death.” 
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These amendments also inserted the fol- 
lowing example immediately after the fourth 
paragraph: 

“Example. Suppose that A and the de- 
cedent B were equal partners in a business 
possessed of tangible assets having a present 
value considerably in excess of cost; sup- 
pose that certain current partnership busi- 
ness was well advanced toward completion 
prior to the death of B; and suppose that 
the partnership agreement provided that 
upon the death of one of the partners, all 
partnership assets, including unfinished busi- 
ness, should pass to the surviving partner, 
and that the surviving partner should make 
certain payments to the estate of the de- 
cedent. To the extent that the payments 
by A to the estate of B are attributable to 
3’s interest in the previously earned pro- 
portion of the unfinished partnership busi- 
ness transactions, their receipt by the estate 
of B will reflect the realization of income. 
With respect to such portion of the pay- 
ments by A as is attributable to B’s interest 
in the tangible assets of the partnership 
which had appreciated in value, no gain to 
the estate of B will be recognized. 

“If some portion of the payments by A is 
attributable to a sale of B’s interest in part- 
nership assets consummated by B prior to 
his death, however, the gain to the estate 
of B reflected in such payments will be 
recognized regardless of the character of 
the asset sold, and regardless of whether or 
not payment was due on a day which must 
occur after B’s death.” 


It is obvious that insofar as partnerships 
are concerned, the effects of the earlier 
Treasury ruling have been, for the most 
part, eliminated. Any increase in the value 
of tangible assets of a partnership is no 
longer to be considered gain under Section 
126 in this type situation. The changes in 
the fourth paragraph, without the example 
which follows, set forth above, would have 
justified the inference that any increase in 
value of any kind of asset—tangible or in- 
tangible—would not reflect realization of in- 
come in respect of a decedent. This would 
include goodwill. The only doubt intro- 
duced on this point is the fact that the 
example given cites increase in tangible as- 
sets attributable to the decedent’s interest as 
free of tax under Section 126, thus raising 
the question whether it was intended to 
imply thereby that increase in intangible as- 
sets should not be similarly treated. Cer- 
tainly, the bald statement in the fifth 
sentence of the fourth paragraph of the 
Regulations, as amended, quoted above, 
would carry the implication that the only 
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items under these circumstances includible 
under Section 126 are that portion of the 
payments by the surviving partners which 
are attributable to the earnings of the part- 
nership accrued only by reason of decedent’s 
death. 


The amended Regulations appear to ac- 
cept the analysis of what constitutes “income 
in respect of a decedent”, as set forth above. 
Consequently, where partners agree that a 
deceased partner's interest in the partnership 
is to pass to the survivors upon payment of 
certain sums, only that portion of the pay- 
ment which would have been accrued under 
the old Section 42, as interpreted in the 
Enright case, comes within the province of 
Section 126. 


The Treasury has recently ruled directly 
on the basis of the amended Regulations 
that a binding stock purchase agreement is 
not subject to Section 126 and the cost basis 
of the stock is its value on decedent’s death. 
Up to the moment of his death, a partner 
as distinguished from a stockholder has a 
continuing undivided proprietary interest in 
all assets of the partnership. If no agree- 
ment were entered into, at the moment of 
death the deceased partner would be en- 
titled to his share of all the assets, tangible 
or intangible, of the partnership. His agree- 
ment to dispose of those assets is, however, 
no different from the agreement of the de- 
ceased stockholder with reference to his 
stock. The partner transfers partnership as- 
sets. The stockholders transfers stock. 

3ecause of the relation of a stockholder to 
a corporation, whereby the income of the 
corporation does not belong to thé stock- 
holder until it is severed from the corpora- 
tion by way of dividends, the only question 
involved in the stock purchase case is 
whether any income is realized by reason of 
the agreement of sale itself. It would seem 
that the amended Regulations with reference 
to this aspect lead to the conclusion that the 
agreement of sale itself does not result in 
an income item under Section 126, and the 
Treasury has so ruled. 


But the most recent ruling again refers in 
the case of partnerships to “tangible” prop- 
erty of the partnership as being free of the 
effects of Section 126. This emphasizes the 
possible exclusion of intangibles such as 
good will from the scope of the ruling. On 
the basis of the above analysis there is no 
rational ground for treating any part of the 
sums paid on account of the deceased part- 
ner’s interest, other than earnings of the 
partnership accrued by reason of death, as 
“income in respect of a decedent” under 
Section 126. It is to be hoped that the 
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Treasury Department will dispel the confu- 
sion on this point. 


Special Problems in Personal Service 
Partnerships 


In a personal service partnership particu- 
larly it has been quite common for partners 
to agree that on the death of one, the others 
will pay the decedent’s estate a stated per- 
centage of the partnership profits for a 
period after death. This type of provision 
was designed to avoid the cumbersome and 
at times involved computation and account- 
ing resulting from an attempt to allocate 
fees of work in process as between the 
periods before and after death, and the al- 
location of items of expense for the same 
periods. Since death usually arrives without 
plan, the date of death may come at a time 
when unraveling the many threads of the de- 
ceased partner’s interest would be extremely 
difficult. Furthermore, there is an implicit 
recognition that even work begun after 
death may be in part attributable to the dece- 
dent’s efforts before death. There may also 
be some small capital or interest in tan- 
gible assets which may be paid off by this 
continued participation in the profits. 


Prior to the 1934 Revenue Act it had been 
held that a decedent’s share of fees in a per- 
sonal service partnership which were uncol- 
lected at date of death escaped income tax 
since the receivable was considered a corpus 
item and, when translated into cash, was 
simply a realization of its value on date of 
death.” The same result was reached where, 
instead of the share of the fees accrued to 
date of death, the successor firm paid over 
a percentage of the profits for a time.” 
With this result, income would have escaped 
taxation entirely unless it could be taxed to 
the surviving partners. Since the partner- 
ship terminated on death, the Treasury suc- 
cessfully asserted that the payments of 
profits by the successor firm were on ac- 
count of the purchase price of the decedent’s 
interest in the firm, and therefore the entire 
income of the successor firm, including that 
paid to the decedent’s estate, was taxable to 
the survivors.” This result was aided by 





2 Nichols v. U. S., 64 Ct, Cls. 241 (1927) [1 
ustc {| 225, 255]. 

21 City Bank Farmers Trust Company, Ezxr., 
29 BTA 190 (1933) [CCH Dec. 8263]. 

22W. Frank Carter, 36 BTA 60 (1937); Estate 
of Bavier C. Miller, 38 BTA 487 (1938) [CCH 
Dec. 10,417]; Hill v. Commissioner, 3g F. (2d) 
165 (CCA-1 1930) [1930 CCH { 9118]; Pope v. 
Commissioner, 39 F. (2d) 420 (CCA-1 1930) [2 
ustc § 506]. Compare Bull v. U, S., 295 U. S. 
247 (1935) [35-1 ustc | 9346]; McClennen v. Com- 
missioner, 131 F. (2d) 165 (CCA-1 1942) [42-2 
ustc J 10,215]. 
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customary provisions in the agreement that 
the payments to the decedent’s estate were 
in full payment of his interest in the firm. 
No distinction was drawn between that por- 
tion of the payments which represented 
nothing but repayment of the decedent’s in- 
terest in work in process. The partner’s 
death ended the firm’s existence, and there- 
after payments were to be considered on 
account of the “purchase” of the decedent’s 
interest. The survivors paid income tax on 
the amounts paid to decedent’s estate. This 
resulted generally in the income’s being 
taxed but once, since the estate paid no tax 
until the estate tax value of the right to 
these payments under the agreement was re- 
couped. 


Under Section 126, as explained above, 
that portion of the payments to the decedent’s 
estate which represents the decedent’s share 
of work in process and receivables accrued 
to the date of death would be taxable in- 
come to the estate. With reference to such 
work in process and receivables, the theory 
of a sale is utterly unrealistic. In the ab- 
sence of any such agreement, the surviving 
partners would be required to account to the 
decedent’s estate for the value of work in 
process and receivables. The partners do 
not agree to sell their interest in the work in 
process and receivables when they enter into 
such an agreement. Insofar as work in 
process and receivables are concerned, they 
have entered into an executory accord and 
satisfaction; that is, they agree to pay a 
specific sum, liquidated in amount or un- 
liquidated, as the case may be, in place of 
the obligation which would be owing to the 
decedent partner’s estate. It is clearly in- 
equitable to impose on the survivors an in- 
come tax on sums paid to the deceased 
partner’s estate which represent an accord 
for moneys due to the estate. The items now 
constitute taxable income to the estate under 
Section 126, and the fiction of a purchase and 
sale by the survivors is utterly unjustifiable. 


With respect to the portion of agreed pay- 
ments by the survivors to the decedent’s 
estate which is over and above the antici- 
pated value of work in process and receiv- 
ables, the theory of a sale and purchase is 
likewise untenable. With the exception of 
furniture, books, etc., there is nothing to 
sell. The grant of a participation in profits 
in recognition of long association or other 
reasons should not be transmuted into a 
sale when, for practical purposes, death has 
put an end to anything capable of being sold. 
The surviving partners of a personal service 
partnership could hardly be held account- 
able, in the absence of agreement, to a 
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decedent partner’s estate for amounts be- 
yond his interest in receivables and work in 
process. Consequently, what is being pur- 
chased in the alleged “purchase”? A more 
accurate description would be that dece- 
dent’s estate is being paid his share of 
receivables and work in process plus a par- 
ticipation in the profits. That the deceased 
partner could obtain agreement on this point 
from the survivors, was probably based on 
his own reciprocal agreement to the same 
effect. No purchase was intended but rather 
an assurance of some stated sum to the 
estate of the one who died first. Payments 
made do not necessarily betoken a purchase. 
What the partners buy when they are alive 
is the assurance of their estate’s participation 
in the profits for a stated period, and they 
pay for it with the promise to do the same 
if they survive. This is the realistic picture; 
any other is the result of failure to see 
clearly the nature of the transaction in- 
volved. 


In view of the long line of cases implying 
a purchase under these circumstances,” it 
would appear to require legislation to cor- 
rect the inequities and unrealities of this 
situation. Since work in process and re- 
ceivables are already subject to income tax 
to the decedent’s estate under Section 126, 
it would be simple to provide that a special 
deduction be granted in computing the part- 
nership income of the surviving partners 
under Section 183 of the Internal Revenue 
Code for such amounts paid, which would 
be taxable to the estate under Section 126. 
However, any excess of payments to the 
decedent’s estate over the value of work in 
process and receivables would not be tax- 
able to the decedent’s estate under Section 
126. Nor would such amounts be taxable to 
the estate under any other provision of tax 
law except to the extent that the amounts 
exceeded the cost basis based on the value 
of the right to the sum to be paid or the 
participation in profits on the date of the 
decedent’s death. Since no sale does take 
place, and since the deceased partner’s estate 
is really a participant in the profits, the in- 
come tax on the amount in excess over the 
value of the work in process and receivables 
should be paid by the deceased partner’s 
estate, and not by the survivors, as would be 
the case under the law as it now stands. In 
order to bring the income tax result into line 
with the realities of this situation, an amend- 
ment to Section 126 itself would be required 
whereby in the case of a personal service 
partnership in which capital is not a ma- 
terial factor, where an agreement of the 





°3 See note 22 supra. 
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above type is present, the amounts paid to a 


decedent’s estate pursuant thereto should be 
considered “income in respect of a dece- 
dent” and therefore taxable to the estate. 
And, in the computation of the surviving 
partner’s income, a deduction should be al- 
lowed for all items paid to the decedent’s 
estate which are taxable under Section 126 
as thus amended. In any event, as ex- 
plained above, the sums paid to the dece- 
dent’s estate representing the value of work 
in process and receivables which are now 
already taxable to the decedent’s estate 
under existing Section 126, should be freed 
from any income tax to the surviving partners. 


Accrual of a Decedent Partner's 


Interest in Partnership Income to 
Date of Death 


That Section 126 did not spring into being 
like Minerva from the brain of Jove, fully 
armed, and that it was an outgrowth of 
judicial and statutory development without 
which it cannot be properly understood, is 
illustrated by the question of accrual of a 
decedent partner’s interest in partnership 
earnings to the date of death. It had been 
held prior to the 1934 Revenue Act amend- 
ments to Sections 42 and 43 that a decedent 
partner’s interest in the income of a part- 
nership to the date of death was to be in- 
cluded in his last return, and this was so 
even if the partnership agreement provided 
that the partnership was to be carried on 
after the partner’s death.™ If the partnership 
was on the accrual basis, the decedent’s 
share was so determined, and similarly if 
the partnership was on the cash basis. In 
other words, a cash basis partnership did not 
change into an accrual basis partnership be- 
cause of the partner’s death. The Revenue 
Act of 1934 did not alter these rules. The 
Revenue Act of 1942 provided in Sections 
42 and 43 that a decedent’s last return shall 
report income based on the decedent’s custo- 
mary accounting basis, and that a taxpayer 
decedent on the accrual basis did not have 
to include items accrued only by reason of 
the taxpayer’s death, “except amounts in- 
cludible in computing a partner’s net income 
under Section 182.” Since a cash basis tax- 
payer is not specifically mentioned in this 
connection, the question presents itself 
whether the interest in a partnership of a 
cash basis taxpayer decedent must be ac- 
crued in his last return. 

** Clarence B. Davison, Exec., 20 BTA 856 
(1930) [CCH Dec. 6324], aff’d 54 F. (2d) 1077 
(CCA-2 1931); Guaranty Trust Company v. Com- 
missioner, 303 U. S. 493 (1938) [38-1 ustc J 9216], 
and cases there cited. 
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In studying this problem the method of 
taxing partnership income generally is im- 
portant. Under Section 182 of the Internal 
Revenue Code a partner is taxable on his 
distributive share of partnership income 
whether distributed to him or not. Thus, 
in the case of a cash basis taxpayer, an item 
must be included which the taxpayer may 
not have actually received. When a partner 
dies, the partnership is automatically dis- 
solved; and as of the date of death there is 
imputed to each partner, including the de- 
cedent, his distributive share of the firm’s 
profits. Under Section 126 income or de- 
ductions in respect of a decedent are taxable 
or deductible by the estate “which are not 
properly includible in respect of the taxable 
period in which falls the date of his death 
or a prior period.” Whether the accrued 
partnership income or loss is to be included 
in a cash basis decedent partner’s final re- 
turn, as under the pre-1934 rule, depends 
upon whether the 1942 amendments includ- 
ing Section 126 were intended to void the 
pre-1934 rule. This question was squarely 
presented in Estate of Hunt Henderson,” 
where the decedent, on the cash basis, was 
a partner in a partnership on the accrual 
basis. From the beginning of the tax year 
to the date of death, the partnership suffered 
aloss. Under the provisions of the partner- 
ship agreement, the partnership business 
was carried on to the end of the tax year 
and the latter period showed a gain. The 
decedent’s executors asserted that the loss 
and gain should be in the estate’s return 
under Section 126, the one thus being set 
off against the other. The Commissioner 
urged that the loss was includible in the 
decedent’s last return, while the gain be- 
longed in the estate’s return. The court 
sustained the Commissioner and held that 
the 1942 amendments did not affect the pre- 
1934 rule, which held the decedent’s interest 
in partnership income or loss to date of 
death properly includible in his last return. 
The court held that this rule was not altered 
by the provision in the partnership agree- 
ment that the firm was to continue there- 
under for one year after the death of any 
partner, which was construed not to extend 
the partnership beyond death of a partner, 
but to continue the partnership business on 
the same basis. 


The Tax Court’s holding may be sup- 
ported by inferences from Sections 42 and 
43 as they now read. A cash basis and an 
accrual basis taxpayer were similarly treated 
before 1934 in regard to taxing to decedent 





%4 TC 1001 (1945) [CCH Dec, 14,453]. Ap- 
peal taken to CCA-5, 
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partnership income to date of death. Sec- 
tions 42 and 43 as amended by the 1942 Rev- 
enue Act extended relief to accrual basis 
taxpayers as well, as discussed above, by 
excluding from the accrual basis decedent’s 
last return items accrued only by reason of 
death. In granting this relief, however, the 
sections carefully exclude “amounts includ- 
ible in computing a partner’s net income 
under Section 182.” The exception was 
essential with respect to an accrual basis 
taxpayer in view of the statutory relief ex- 
tended. No mention of the cash basis tax- 
payer’s situation in this connection was 
necessary since his status was restored to 
the pre-1934 situation without modification. 
Section 126 was part of the single statutory 
scheme whereby, with the exception noted 
above, Sections 42 and 43 were restored to 
their pre-1934 form. Therefore, since Sec- 
tion 126 deals only with items of “income in 
respect of a decedent” not properly includ- 
ible in the decedent’s last return, the entire 
question of what is so properly includible is 
governed by pre-1934 law. And the excep- 
tion to accrual by death as to partnership 
income or losses in Sections 42 and 43 shows 
that the statutory amendments intended to 
preserve the earlier law are intact in this 
respect. 


Effect of Transfers of Section 126 
Income Items 


If an income item in respect of a decedent 
is transferred by the estate or by a person 
who receives it by bequest, devise or in- 
heritance, the estate or such person must 
include in its or his gross income for the tax- 
able period in which the transfer occurs the 
fair market value of such item plus any 
amount received in excess of such value.” 
Since the person to whom the income right 
is transferred by the estate (not by inherit- 
ance), or by the person entitled by inherit- 
ance, is not subject to Section 126, the law 
considers the income item as realized to the 
estate or other person entitled thereto at its 
fair market value or at a value equal to the 
price paid therefor, whichever is higher, 
upon any “sale, exchange or other disposi- 
tion” of the item. In the ordinary case this 
works out fairly, since on a sale of the item 
the owner of the income right realizes the 
income and pays a tax thereon when real- 
ized. Suppose, however, that the income 
item consists of a series of notes payable in 
equal amounts over a period of five years. 
If these notes are exchanged for other notes 
over a longer period of time at the request 
of the debtor, the estate or person holding 





eT. R. C., Section 126 (a) (2). 
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the notes will realize upon the exchange the 
full amount of the notes properly discounted 
at the moment of the exchange, thus tele- 
scoping all the income so represented into 
one year. This example illustrates the 
rigidity of this subsection as applied to items 
of income, the receipt of which in the hands 
of decedent would have been spread over a 
number of years. 

This subsection may also cause difficulty 
in working out reasonable deals by ex- 
ecutors. in handling a decedent’s interest in 
a business. For example, in the case of a 
decedent who was a partner in a personal 
service partnership, the executors may wish 
to avoid the complications of apportionment 
of numerous fees and items of expense, and 
agree to accept specified payments over a 
given period in exchange for such rights in 
receivables and work in process. This ex- 
change results in income on the entire 
amount of the agreed payments in the year 
of agreement when the exchange in effect 
takes place, even though the payments might 
cover a period of several years. 

The foregoing examples illustrate the 
need for extreme caution in the manner of 
handling any dealings with income items 
under Section 126. In the note case the 
granting of extensions of the notes instead 
of an exchange of the notes might avoid the 
application of Section 126 (2). In the case 
of the partnership interest, the transaction 
might be handled by having payments made 
against an agreed valuation of the decedent’s 
interest with an express stipulation that any 
interest of the decedent in any items col- 
lected will be released and assigned to the 
survivors only as and when payments in the 
amount of his interest are received. 


It should also be noted that a gift of an 
income item under Section 126, as well as 
a bequest of such item, results, according to 
the Treasury Regulations, in the grantor’s 
or his estate’s realizing income to the extent 
of the fair market value of the item. The 
Regulations provide as follows: 


“Similarly, if the right to receive the in- 
come is disposed of, as by gift or bequest, 
the fair market value of such right at the 
time of such disposition must be included in 
the gross income of the donor, testator or 
other transferor.” ” 





27U. S. Treasury Regulations 111, Section 
29.126-1. The Senate and House Committee Re- 
ports refer to a disposition by gift only and 
not by bequest. See Sen. Fin. Comm. Rep., 
Rep. No. 1631, p. 84; House Rep, No. 2333, p. 
146. Both reports contain the following: ‘“Thus, 
if the right to receive the income is disposed 
of, as by gift, the donor must include the fair 
market value of such right in his gross income, 
in view of his benefit from such right.”’ 
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In the gift case an income tax is payable 
on the realization of the item by gift, and 
the donation is subject to the gift tax as well. 
Where the item is transferred by bequest, 
the estate of the second decedent realizes 
income on the latter’s death to the extent of 
the fair market value at that time. This 
would be true even though the item is 
specifically bequeathed to a person who 
thereby receives it by “bequest,” since the 
bequest is derived from the second decedent 
and not from the first. 


In the case of a testator, whose death is not 
ordinarily the result of a voluntary act, it is 
obviously inequitable to telescope income 
into one taxable period of his estate where, 
e. g., in the case of the series of notes, the 
income is spread over a number of years. 
There is room for the interpretation that 
the income item is income in respect of the 
second decedent, as well as in respect of the 
first decedent, since it is “not properly in- 
cludible in respect of the taxable period in 
which falls the date of his death,” i. e., of 
the second decedent. There is nothing in 
Section 126 which confines its provisions 
to one decedent; and Section 126 (2), after 
stating that “the term ‘transfer’ includes 
sale, exchange or other disposition,” con- 
tains the following proviso: 


“But does not include a transfer to a 
person pursuant to the right of such person 
to receive such amount by reason of the 
death of the decedent or by bequest, devise, 
or inheritance from the decedent.” 


The incongruity of the result of consider- 
ing a transfer by will as a transfer under 


Section 126 (2) is the fact that in the ab-~ 


sence of any will the section would clearly 
not apply, there being no volitional transfer 
but one only by operation of law. There 
would thus be a penalty in this situation for 
a transfer by will rather than by intestacy. 
How simple it would be to direct in a will 
that its provisions were not to apply to this 
income item, thereby allowing it to pass by 
intestacy and avoid the effects of Section 
126 (2). It is submitted that once the item 
comes within Section 126 (1) in the estate 
of the second decedent, it is free from the 
consequence of a transfer under Section 
126 (2). 


Character of Section 126 Items 


An income item under Section 126, for 
purposes of the Internal Revenue Code, gen- 
erally is treated in the hands of the estate or 
person entitled thereto as if the item were 
acquired in the same transaction as by the 
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decedent, and the character of the item is 
considered the same as if the decedent had 
lived and received such amount.” Hence, 
what would have been a long-term capital 
gain to the decedent would be similarly 
treated in the hands of the estate or other 
person. This is true whether the income is 
received under Section 126(a)(1) or real- 
ized by a transfer under Section 126(a) (2). 
Again, if the income is interest on United 
States government obligations of the de- 
cedent, it is similarly treated for purposes 
of the credit provided by Section 25(a) (1) 
and (2). The same is true of amounts of 
compensation for personal services rendered 
over a period of thirty-six months or more 
under Section 107. Likewise the provisions 
of Sections 105 and 106 relating to the tax 
attributable to the sale of certain oil or gas 
property and to certain claims against the 
United States will apply to such items re- 
sulting from a sale or claim by the decedent 
within those sections. 


Allowance of Deductions and Credits 


Under Section 126(b) 


Section 126(b) provides for the allowance 
of deductions and credit in respect of a 
decedent which are not properly allowable 
in the decedent’s last taxable period. The 
deductions in the nature of expenses, in- 
terest and taxes described in Section 23(a), 
(b) and (c), which were liabilities of the 
decedent, are specifically allowed, in the tax- 
able year when paid, to the estate of the 
decedent; but if the decedent’s estate is not 
liable to discharge the obligation to which 
the particular deduction relates, the item is 
deductible when paid by the person who ac- 
quires any “property” of the decedent through 
bequest, devise or inheritance, which “prop- 
erty” is subject to such obligation. It 
should be noted that what constitutes “prop- 
erty” is defined in the Regulations as includ- 
‘ing an income item in respect of a decedent.” 
However, in order to qualify for this de- 
duction, the person need not receive any 
right to any income in respect of a decedent. 
For example, if real property were owned by 
a cash basis decedent on which accrued 
taxes had become a lien, and the property 
passed directly to the decedent's heir, the 
heir would be entitled to take the deduction 
under Section 23(c) upon paying such taxes. 
The foreign tax credit under Section 31 is 
treated in the same manner as the deduc- 
tions under Section 23 referred to above. 





271. R. C., Section 126 (a) (3). 
2U. S. Treasury Regulations 111, 
29.126-2. 
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Deductions relating to an item of gross 
income do not necessarily have to be de- 
ducted in the same year in which the item 
of gross income is collected. The deduc- 
tions being allowable when the item is paid 
may enable the estate or person entitled to 
the same to have the income taxable in one 
year and the deduction relating to the in- 
come allowable as a deduction in another 
year. This may furnish an advantage to the 
taxpayer. 


The deduction for percentage depletion is 
allowable only to the person who receives 
the income in respect of the decedent to 
which the deduction relates, whether or not 
such person receives the property from 
which the income is derived.” In this situa- 
tion, both the deduction and the income are 
held together, the one reducing the other in 
the same taxable year. The deduction for 
depletion applies only to percentage deple- 
tion since if the decedent used any other 
depletion basis, any depletion deduction to 
which he would be entitled at the date of his 
death would be allowable in his last income 
tax return, and no other person, therefore, 
would be entitled to deduct such depletion. 


Income Tax Deductions for Estate 
Tax Paid on Section 126 Items 


Section 126(c) makes provision for an in- 
come tax deduction to the extent that the 
income item has added to the estate tax 
otherwise payable by the decedent’s estate.” 
This deduction is allowed to the person who 
includes the income item in his return under 
subsection (a). The deduction would there- 
fore be available not only to the person who 
actually collects the income item, but also to 
the person who becomes taxable on the in- 
come item by reason of a transfer or sale of 
the income item in accordance with subsec- 
tion (a)(2). The deduction is allowed for 
the same taxable year in which the income 
item is included. Since the amount of the 





*T. R. C., Section 126 (b) (2). 

* Under the 1934 Act provision the income 
tax payable by reason of accrual in a cash basis 
decedent’s last return was deductible as a debt 
in decedent’s estate tax return, There was thus 
an estate tax deduction for tax paid on such 
items. Under Section 126 (c) an income tax 
deduction is given the estate or other person 
entitled to the income item for the amount of 
estate tax resulting from including the income 
items as part of the estate. 





deduction is not exactly determinable until 
the decedent’s estate tax is determined, it 
will frequently happen that the income item 
will be collected before the amount of de- 
duction is finally fixed. It is desirable, 
therefore, in order to avoid refund claims, 
to approximate the total net estate of the 
decedent and apply to the income item 
the probable highest estate tax bracket of the 
estate to determine the amount of the de- 
duction. If the income item is_ sizable 
enough to cover more than one bracket of 
the estate tax, the computation should be 
adjusted accordingly. 


The size of the deduction will not always 
be determinable by referring to the face 
amount of the income item includible and 
computing what estate tax was added by its 
inclusion. The income item will frequently 
be subject to estate tax on less than its face 
amount on familiar principles of discounting 
to arrive at valuation on date of death. Con- 
versely the total amount includible for estate 
tax will not always determine the size of the 
deduction where, as in the case of long term 
capital gains, only fifty per cent of the in- 
come item will be subject to income tax. 
The Commissioner has recently ruled that 
in applying Section 126(c) only fifty per- 
cent of the income item shall be considered 
as gross income in respect of a decedent, 
and thus only fifty percent of the estate tax 
attributable to the income item may be de- 
ducted. It has been held in other connec- 
tions that the term “gross income” does not 
include the portion of capital gain not taken 
into account in determining taxable income.” 
Although there may be room for argument 
that the capital gain inclusion and exclusion 
is a method of determining the amount of 
the tax, which may be supported by the 
alternative computation allowed to guarantee 
the maximum twenty-five per cent rate on 
such gains, nevertheless, the purpose of Sec- 
tion 126 and the deduction under subdivision 
(c) appear clearly to support the Commis- 


sioner’s ruling.” [The End] 


3 Maloy v. Commissioner, 45 BTA 1104 (1941) 
[CCH Dec. See also G. C. M. 21432, 
Cum. Bull. 1939-2 p. 234. 

33 The Regulations contain a detailed example 
of the method of computing the deduction un- 
der subsection (c) and introduce several factual 
variations illustrating some of the problems that 
may arise. U.S. Treasury Regulations 111, Sec- 
tion 29.126-3. 
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‘YAINS AND LOSSES of real estate 
A dealers are “ordinary” income or loss. 
They are excluded from the provisions of 
the laws and regulations concerning capital 


assets. (1. R. C. 117 (a) 1. Regulation 
29.117-1.) The definition of capital assets 
excludes “stock in trade of the taxpayer or 
other property of a kind which would prop- 
erly be included in the inventory of the 
taxpayer if on hand at the close of the tax- 
able year, or property held by the taxpayer 
primarily for sale to customers in the ordi- 
nary course of his trade or business.” 


‘ 


A real estate dealer is not limited in the 
computation of a net loss carry-back and 
carry-over, aS a real estate investor or 
speculator is limited. 


The question as to when a taxpayer is 
a dealer in real estate is one of “fact”. 
(Greene v. Commisstoner, 141 F. (2d) 645 
[44-1 ustc J 9246]; cert. den. 323 U. S. 717.) 


laxpayer a Real Estate Dealer 

Metropohs Holding Corporation, BTA 
Memo., Dkt. 107787 [CCH Dec. 12,851-A]. 

Facts: In 1929 the taxpayer acquired all 
the real estate holdings of William Prager 
in exchange for its stock. Prager, a former 
real estate operator, had devoted all his 
time to the business. He maintained a real 
estate office, and all properties, on acquisi- 
tion, were immediately offered for sale. The 
taxpayer continued Prager’s business. From 
1923 to 1928 William Prager had purchased 
sixty-six parcels of real estate and sold sixty- 
four. 


In the years prior to 1935 the taxpayer 
made no voluntary sales or purchases be- 
cause of unfavorable market conditions. In 
1935 three parcels were lost through fore- 
closure and in 1936 one parcel was likewise 
lost. The losses were substantial. In 1935 


When Is One a Real Estate Dealer? 
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and 1936 the rents collected exceeded 
$62,000 in each year. Depreciation was de- 
ducted for both these .years. 


Opinion of the Court: “That there were 
no voluntary purchases or sales during the 
years immediately preceding those in ques- 
tion, a circumstance relied upon by respond- 
ent, is shown to have been the result of 
the disappearance of the real estate market 
in 1932 following the crash of the stock 
market in 1929. This, however, did not 
change the primary purpose for which the 
properties were acquired and held. . . . Peti- 
tioner maintained an office to which brokers 
interested in the purchase and sale of prop- 
erties would come, and in an outer office the 
properties which petitioner held for sale 
were listed on a bulletin board. In so far 
as petitioner was concerned, the brokers 
were its customers.” 


Jacob S. Gruver, 1 TC 1204, Dkt. 111725, 
May 27, 1943 [CCH Dec. 13,212]; 142 F. 
(2d) 363, CCA-4, April 11, 1944 [44-1 ustc 
{ 9293]. 


Facts: The petitioner had been in the 
real estate business on own account since 
1908. He traded, exchanged, bought and 
sold property. He never had a broker’s or 
agent’s license. He reported all his income 
as ordinary income, except the gain on the 
sale of a part of a tract of land which he 
had acquired by trade and had subsequently 
divided into lots. 


Opinion of the Court: “Petitioner contends 
that he held the property, involved herein, 
for trade or exchange, as much as for sale. 
And therefore does not come within the 
meaning of the words used in the statute, 
‘Property held ... primarily for sale.’ Peti- 
tioner further contends that, if the property 
kad been held primarily for sale, it was not 
for ‘customers in the ordinary course of his 
trade or business.’ 
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... ‘A sale’ may include a trade or an 
exchange of property where the property 
has a fixed value or price to be paid in 
money or its equivalent. 


“He held the property as much for money 
sale as for trade or exchange for other prop- 
erty. In our opinion, and we so conclude, 
the property here in question was property 
held by the petitioner primarily for sale in 
his business within the meaning of the 
statute. 


“Did the petitioner hold the property pri- 
marily for sale to customers in the ordinary 
course of his business? Undoubtedly he 
did.” 


C. W. Oliver, TC Memo., Dkt. 110237 
[CCH Dec. 13,198(M)]; affirmed 138 F. 
(2d) 910 [43-1 ustc J 9641]. 


Facts: Taxpayer subdivided part of his 
farm property and engaged in a large scale 
sale of lots. 


Opinion of the Court: “Taxpayer was en- 
gaged in two occupations, that of farming 
and that of selling lots.” 


Alexander Weil, TC memo., Dkt. 1449 
[CCH Dec. 13,973(M)]. 


Facts: Taxpayer was engaged in grocery 
business. A large tract of land was ac- 
quired through the foreclosure of a mort- 
gage. Part of the land was subdivided and 
held for sale. 


Opinion of the Court: The subdivided part 
was found to be held “for sale to customers,” 
but the remainder was held to be a capital 
asset. 


Florence H. Ehrman, 41 BTA 652 [CCH 
Dec. 11,040]; affirmed 120 F. (2d) 607 [41-2 
ustc J 9537]; cert. denied 314 U. S. 668. 


Facts: Property was originally held for 
investment and then sold in one tract to 
a subdivision company. The company de- 
faulted and the taxpayer reacquired the 
property. Thereafter the subdivided lots 
were sold as such. One hundred eighty-six 
sales were made in one year. 


Opinion of the Court: “We fail to see that 
the reasons behind a person’s entering into 
a business—whether it is to make money 
or whether it is to liquidate—should be 
determinative of the question of whether or 
not the gains resulting from sales are ordi- 
nary gains or capital gains. The sole ques- 
tion is—were the taxpayers in the business 
of subdividing real estate? ... that is, that it 
constituted property held by the taxpayer 
primarily for sale to customers in the ordi- 





nary course of his trade or business.” Flint 
v. Stone Tracy Company, 220 U. S. 107, 171; 
31 S. Ct. 342, 35, 755 L. Ed. 389. 


Queensboro Corporation, 46 BTA 1216 
[CCH Dec. 12,533]; affirmed on another is- 
sue, 134 F. (2d) 942 [43-1 ustc § 9373]. 


Facts: Corporation was organized to deal 
in real estate as well as to carry on numer- 
ous other activities concerning property. 


From 1919 to 1933 considerable property 
was bought and sold during almost every 
year. All sales to 1933 resulted in gains. In 
1934 and 1935 losses were incurred in the 
sales of real estate. 


Opinion of the Court: “A taxpayer may 
be a dealer in real estate although primarily 
engaged in another business.” * 


Taxpayer Not a Real Estate Dealer 


Douglas S. Mackall Estates, TC Memo., 
Dkt. 1777, July 17, 1944 [CCH Dec. 
14,044(M)]. 


Facts: Deceased was a full-time practic- 
ing attorney. His major income came from 
his law practice until 1939, when he became 
seriously ill. Until 1937 his real estate sales 
were approximately two each year. In 
1939, 1940 and 1941, the years in question, 
the number of sales transactions increased, 
and the deceased’s major income came from 
this source. 


Opinion of the Court: “It strains the facts 
to infer that if he had not been in business 
prior to that time, he could be thought of as 
embarking upon it when his physical condition 
was actually causing inactivity.” 

Phipps et al. v. Commissioner of Internal 
Revenue, 54 F. (2d) 469, CCA-2 [1931 CCH 
7 9665]; modifying 19 BTA 1293 [CCH 
Dec. 6111]. 


Facts: In 1916 taxpayers purchased a 
tract of land. It was subdivided into lots. 
In 1924 and 1925 the lots were sold at a 
profit. 


Opinion of the Court: “Persons with large 
incomes of course invest their surplus funds 
in something; and if, to diversify their hold- 
ings, they buy land, with the expectation of 
selling it when a good price is offered, such 
an expectation cannot, in our opinion, con- 
vert some sales of land that had been held 
for seven or eight years into a trade or busi- 
ness in real estate ... they had not continu- 
ously engaged in the development and sale 
or the purchase and sale of lands.” 





* Four judges dissented on this point. 
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512 West 56th Street Corporation, TC 
memo., Dkt. 2949, January 17, 1945 [CCH 
Dec. 14,354(M)]. 


Facts: Taxpayer was organized in 1918 
for the purpose of holding title to real 
estate. In 1939 a loss was suffered in the 
sale of real estate. Between 1918 and 1939 
it had acquired three properties. None were 
voluntarily sold until 1939. They were all 
improved, income-producing properties. 


Opinion of the Court: “In order to meet 
the requirements of the statute, it was nec- 
essary for it to prove that sales took place 
with sufficient frequency and continuity to 
constitute the usual course of ‘business’ . 
In this proceeding the sales in the taxable 
year were isolated and casual and did not 
show the frequency or continuity charac- 
teristic of ‘business.’ ” 


From Snell v. Commissioner, 97 F. (2d) 
891 [38-2 ustc J 9412]: “An occasional sale 
of land does not constitue engaging in the 
‘business’ of selling land, for ‘business’ 
means busyness and implies that one is kept 
more or less busy, and that the acivity is 
an occupation. In order for a taxpayer to 
defeat a claim to a capital gains rate, he 
must prove that he has been ‘in the business 
of selling his lands.’ ” 


Burkhard Investment Company v. U. S., 
CCA-9, December 14, 1938 [39-1 ustc J 9208]. 


Opinion of the Court: “Where family 
corporation when organized in 1912 had 19 
parcels of realty and at close of year 1930 
continued to own and manage 11 of such 
parcels, listed no property for sale by agents 
unless he requested, permitted no signs on 
its property, conducted no active campaigns 
to sell realty and realized substantial sums 
from rentals, the corporation was not a 
‘dealer’ in real estate, as regards question 
whether corporation was entitled in deter- 
mining taxable income to deduct loss occa- 
sioned by exchange of realty. Rev. act 1928 
Section 112 (b) (1), 26 U. S. C. A. 112 b 1.” 


Sparks v. U. S., DC Ga., June 10, 1944, 55 
Fed. Supp. 941 [44-2 ustc { 9357]. 


Facts: Plaintiff acquired lots by gift. 
Property was subdivided. Profit on sale 
was reported as capital gain. Commissioner 
ruled ordinary gain, and the Tax Court up- 
held his ruling. The case was reviewed by 
the District Court of Georgia, Middle Dis- 
trict. 


Opinion of the Court: Plaintiff devoted 
almost all of his time to law practice and 
little to real estate business. He did not 
claim to be a dealer in real estate, he held 
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no license to sell real estate, and he was at 
no time considered by the general public 
to be a dealer in real estate. 


Plaintiff at no time intended to, and did 
not, push the sales of property in the sub- 
division for the purpose of immediate dis- 
position of all the lots at a profit. 


Plaintiff’s activities in connection with 
these lands were not sufficient to constitute 
a trade or business. 


He did not, during the years 1940 and 
1941, hold any of the property in this tract 
of land primarily for sale to customers in 
the ordinary course of his trade or business. 


Wineman Realty Company, BTA Memo., 
Dkt. 109503 [CCH Dec. 13,074(M)]. 


Facts: From 1916 to 1939 the taxpayer 
acquired sixty pieces of real estate. Fifty- 
six were still owned. A corporation was 
organized for the purpose of buying and 
selling real estate for profit. From 1924 to 
1939 the average annual gross rental income 
was over $200,000. 


Opinion of the Court: The statute requires 
that the property be held primarily for sale 
to customers. 


A taxpayer whose income is derived princi- 
pally from rent is not a dealer where it makes 
only infrequent sales of non-profitable invest- 
ments. 


I. T. 3711 I. R. B. 1945-3-11950. 


Facts: A taxpayer inherited eighteen par- 
cels of real estate in 1925. Until 1938 a real 
estate agent managed the income properties. 
In 1938 taxpayer’s husband undertook the 


management. Several properties were sold 
in 1944 at a loss. 
Ruling: “The only business REGU- 


LARLY carried on by the taxpayer was 
managing and operating her income-produc- 
ing real estate and not trading or dealing in 
real estate; the property was held primarily 
for use, rather than for sale, in her business; 
and the loss did not arise or result from the 
operation of such business but upon the 
disposition of assets used therein.” 


Conclusion 


The following facts either indicate that a 
person is a real estate dealer or they do not 
affect the dealer status. 


1. An office is maintained, and full time 
is devoted to buying and selling real estate. 


2. Trading or exchanging has the same 
effect as selling. 


3. A license is not necessary. 
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4. Land is subdivided and parcels are 
sold. (Preponderance of decisions.) 

5. Sales take place with sufficient con- 
tinuity and frequency. 

6. Collecting rents on properties held for 
sale does not affect status as a dealer. 


7. Deduction of depreciation on income 
properties has no effect on the status. 


The following facts indicate that a person 
is not a real estate dealer: 


1. The person in question devotes full 
time to another trade or business. 

2. Isolated or casual sales of realty are 
made. 

3. Subdivision method is abandoned. 


4. The person in question is engaged prin- 
cipally in activity of management and rent- 
ing properties. 

No definite conclusion can be drawn 
from the existence of subdivision—the per- 
son in question might not be dealing in real 
estate (Phipps et al. v. Commissioner of In- 
ternal Revenue, supra.) 


Definitions 


The following definitions of significant 
words used in the statutes and decisions 
may be helpful in determining the tax status 
of one engaged in some phase of the real 
estate business. From Webster’s New In- 
ternational Dictionary (Second Edition, 
Unabridged): 


“Invest—To lay out (money or capital) 
in business with the view of obtaining an 
income or profit, to convert into some form 
of wealth other than money, as securities 


or real estate, with the expectation of divi- 
dends, rentals, etc., as, to invest money in 
stocks.” 


“Speculate—To enter into a business trans- 
action or venture from which the profits or 
returns are conjectural because the under- 
taking is out of the ordinary course of busi- 
ness; to purchase or sell with the 
expectation of profiting by anticipated, but 
conjectural, fluctuations in price; often, in a 
somewhat depreciative sense, to engage in 
hazardous business transactions for the 
chance of an unusually large profit; as to 
speculate in coffee, in sugar, or in bank 
stock.” 

“Business—That which busies, or engages 
time, attention, or labor as a principal serious 
concern or interest constant employ- 
ment; regular occupation; work; as, the 
business of living; business before pleasure. 
Any particular occupation or employment 
habitually engaged in, esp. for livelihood 
or gain. A temporary subject of labor or 
attention; a temporary or special occupation 
or concern.” 


“Trade—The business one practices or the 
work in which one engages regularly; one’s 
calling; occupation; gainful employment; 
means of livelihood; act or business 
of exchanging commodities by barter, or by 
buying and selling for money; commerce; 
traffic.” 

“Dealer—One who does business; a trader; 
a trafficker; a middleman; esp. a person who 
makes a business of buying and selling 
goods; esp. as distinguished from a manut- 
facturer without altering their conditions; 
as, a dealer in dry goods; a dealer in stocks.” 


[The End] 


Automobile Tax 


The average overall automotive tax was about twenty-six dollars per vehicle 
in the “twenties,” forty-eight dollars in 1936, fifty-nine dollars in 1941 and $54.70 


in 1944, 
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SECTION 109 


By SEYMOUR 
S. BERDON 


A TRANSFUSION 


A discussion of the Western Hemisphere Trade Corporations section by Mr. Berdon, 
a Certified Public Accountant of New York 


Pectin SEMANTICS are a major 
cause of confused legislation. The symp- 
toms are akin to atrophy: a piece of law is 
written to carry out a specific legislative 
interest, yet the way that interest is ex- 
pressed causes the operation of that partic- 
ular piece of law to falter and stumble and 
vet nowhere. 


It is one of the most difficult jobs of a 
legislator to phrase law in such a way that 
it reflects legislative intent with clarity and 
exactness. To use understandable language 
free from ambiguities seems to be an art 
rarely brought to perfection. 

But it is not even sufficient to find the 
words which in their natural meaning seem 
to express what is meant. Words used in 
legal phraseology have connotations aside 
from their literary meaning; they have a 
history: their appearance in prior laws and 
regulations and their interpretation by ju- 
licial decisions and administrative rulings 
affixes special shades of meaning. To use 
a word without regard to its legal “history” 
often leads to a distortion of the intent with 
which it is used. 

An example is the enactment about Western 
Hemisphere Trade Corporations. This is the 
designation for a domestic corporation “all of 
whose business is done in any country or 
countries in North, Central, or South America, 
or in the West Indies, or in Newfoundland”, 
as defined by Section 109 of the Internal Rev- 
enue Code. That provision was added to the 
law by the 1942 Revenue Act, which by amend- 
ment of Section 15 (b) of the Internal Rev- 
enue Code exempted Western Hemisphere 
Trade Corporations from surtax (in addition, 
Section 727 (g) provides an exemption from 
excess profits tax). The intent of that legis- 
lation is obvious, namely, to assist domestic 
corporations in their competitive fight with 
foreign interests in the Western Hemisphere, 
outside the United States. Yet what have 
been the practical workings of this section? 


Give Section 109 a Transfusion 





The following analysis of the law tries to 
show the difficulties which a corporation is 
likely to encounter in its attempt to comply, 
not with the generous spirit, but with the 
niggardly letter of the law. 


Conditions for Exemption 
from Surtax 


The tax advantage (exemption from sur- 
tax) is dependent upon the fulfillment of 
two conditions: 


1. Ninety-five per cent or more of the 
gross income of such domestic corporation 
for the three-year period immediately pre- 
ceding the close of the taxable year (or for 
such part of such period during which the 
corporation was in existence) must be de- 
rived from sources other than sources within 
the United States; 


2. Ninety per cent or more of its gross 


income for such period or such part thereof 
must be derived from the active conduct of 
a trade or business. 

The first of these two conditions is the 
object of this analysis. It states that ninety- 
five per cent of the gross income must be 
derived from sources other than sources 
within the United States. Section 119 of the 
Internal Revenue Code defines the meaning 
of the phrase “sources within the United 
States.” It says (subdivision (e)) that gains, 
profits and income from the sale of personal 
property produced (in whole or in part) by 
the taxpayer within and sold without the 
United States, or produced (in whole or in 
part) by the taxpayer without and sold within 
the United States, shall be treated as derived 
partly from sources within and partly from 
sources without the United States. 

This means that a manufacturing corpora- 
tion cannot reasonably qualify itself to take 
advantage of and comply with the law as it 
stands, because a considerable part of its 
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sales would be considered as productive of 
income from sources within the United States. 
But a trading corporation may quite readily 
qualify for the law’s tax advantages because 
gains, profits and income derived from the 
purchase of personal property within, and 
its sale without, the United States or from 
the purchase of personal property without, 
and its sale within, the United States, shall 
be treated as derived entirely from sources 
within the country in which sold. It is doubt- 
ful that this discrimination was legislative 
interest—but there it is. 


What is the meaning of “country in which 
sold”? Regulations 111, Section 29,119-8, 
state that “the ‘country in which sold’ ordi- 
narily means the place where the property is 
marketed.” This definition is older than the 
exemption of Western Hemisphere Trade 
Corporations from surtax and applies gener- 
ally to all cases where the source of the 
income is at issue. Webster’s Dictionary 
defines the verb “to market” as “to deal in 
a market; buy or sell.” 


Although the word “market” might lend 
itself to a more extensive interpretation than 
the word “sale,” the decisions of the courts 
disregard it and try only to define the nar- 
row meaning of “country in which sold.” 
There is no court decision dealing with this 
problem in regard to Western Hemisphere 
Trade Corporations. But there is a number 
of opinions on this question in connection 
with other taxation matters, where the 
source of income had to be determined. 
The gist of the decisions of the old Board 
of Tax Appeals is the view, uniformly held, 
that the place of completion of the sale is 
controlling as to the question of where the 
sale was made, and that the sale is com- 
pleted where title to the personal property 
passes from the vendor to the vendee. 


Judicial Definitions 


Therefore, as was decided in the case of 
Elston Company v. Commissioner, 42 BTA 
208, June 25, 1940 [CCH Dec. 11,233], 
“country in which sold” means the country 
in which title passes to the vendee. (See 
also East Coast Oil Company v. Commissioner, 
31 BTA 558, November 8, 1934 [CCH Dec. 
8775]; Briskey v. Commissioner, 29 BTA 
987, February 21, 1934 [CCH Dec. 8400]; 
Ronrico Corporation, 44 BTA 1130, July 31, 
1941 [CCH Dec. 12,002]; Exolon v. Com- 
missioner, 45 BTA 844, December 2, 1941 
[CCH Dec. 12,188].) A decision of the 
Supreme Court of the United States (279 
U. S. 306, April 8, 1929), though quoted 
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by the Board of Tax Appeals in East Coast 
Oil Company for the same point of view, 
neither explicitly nor implicitly takes a posi- 
tion as to whether or not the passing of 
title is the controlling happening. 


At this point we reach the conclusion that 
if title to the vendee passes in more than 
five per cent of the total sales, a domestic cor- 
poration does not qualify as a surtax-exempt 
Western Hemisphere Trade Corporation. 
Then, when and where does the title pass? 


It depends on the intent of the parties 
manifested at the time of the transaction. 
(Madden v. Eldridge, 230 Northwestern Re- 
porter 371 (lowa), Foster v. Roper, 111 Mass. 
10.) As soon as the subject matter of the 
contract has been sufficiently identified, the 
parties may make any agreement they choose 
as to when title shall pass. 


But usually there is nothing said affirma- 
tively, or the intent is not clearly expressed. 
Then rules of construction must be applied 
to ascertain the intent. As a general rule, 
it can be said that where the terms of sale 
are agreed on and everything the seller has 
to do with the goods is completed, the sale 
is consummated and the title vests in the 
buyer (Good Roads Machine Company vw. 
Neal, 21 Ga. A160, 93 S. E. 1018). 


Completion of Sale 


What the seller actually must do to com- 
plete the sale, varies with the different forms 
the parties choose for the performance of 
their agreement. Usually, sales are effected 
under f. o..b.,. f. a. &., and ¢:. 1. £ contracts. 


Under f. 0. b. and f. a. s. contracts (free 
on board or free alongside ship at point of 
shipment), title passes at the moment of 
delivery to the carrier (New York Court 
of Appeals in Standard Casing Company v. 
California Casing Company, 233 N. Y. 413.) 
The fact that a bill of lading is made out to 
the seller or his order or to his agent, does 
not necessarily indicate a contrary intent of 
the parties. That would, of course, be differ- 
ent where a contract calls for delivery f. o. b. 
destination or place other than the point of 
shipment (Manufacturer’s Commercial Com- 
pany v. Rochester R. Company, 117 N. Y. 
Supp. 98a). 


Contracts in which the price includes cost 
of goods plus insurance during transit and 
the freight from point of shipment—c. i. f. 
contracts—are completed sales when the 
seller has loaded the goods on the carrier, 
provided insurance and forwarded the proper 
shipping documents to the buyer. At that 
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time, and at the place of shipment, title 
passes to the purchaser (East Coast Oil 
Company v. Commissioner, 31 BTA 558 
[CCH Dec. 8775]). 


Bills of sale, warehouse receipts or orders, 
shipping receipts, bills of lading or similar 
documents, if delivered to the purchaser or 
his agent, generally pass title at the time 
and place of delivery. Delivery to a carrier, 
as a general rule, is a delivery to the buyer, 
passing title unless by the method of ship- 
ment seller’s property is reserved. 


But, as pointed out above, the fact that 
documents are made out in the name of 
the seller is not always controlling. In 
many cases it has been decided that where 
this method of dealing is followed only for 
the purpose of giving some security to the 
seller, it does not prevent the passage of 
beneficial ownership and risk in the goods 
to the buyer at the point of shipment. Such 
beneficial ownership the Board of Tax Ap- 
peals deemed sufficient to complete the sale 
(Ronrico Corporation v. Commissioner, 44 
BTA 1130, July 31, 1941 [CCH Dec. 12,002]). 


The foregoing resumé gives no detailed 
enumeration of the different possibilities of 
effecting a sale, but it shows that in those 
forms particularly in use in the export busi- 
ness title to goods often passes at the point 
of shipment in the United States. 


There might be a possibility to make an 
agreement in each and every case that title 
should not pass before the goods arrive at 
purchaser’s place of business. But that 
would automatically leave the risk for loss 
and injury with the seller until the mer- 
chandise reaches the buyer. Even if the 
seller would be willing to carry that risk, 
an agreement about passing of title would 
have to be incorporated in the contract and 
might increase the difficulty to close a deal, 
as any deviation from the usual form in 
which business is done. 


Impracticability 
of “Passing of Title” Rule 


The rule that the passing of title is con- 
trolling for the question at issue does not 
seem practicable in the case of Western 
Hemisphere Trade Corporations. In the 
most usual forms of sales, title would pass 
within the United States and the tax ad- 
vantage would be lost. 


The rule is equally impracticable for the 
Treasury. To determine where title passes, 
each case would have to be subjected to not 
always simple legal scrutiny. It is improb- 


Give Section 109 a Transfusion 








able that the legislature intended to make 
the tax exemption dependent upon legal 
technicalities which in plain fact have noth- 
ing to do with the intrinsic purpose of 
the law. 


If we admit, then, the possibility (though 
not probability) that courts might define 
“source of income” or “country in which 
sold” differently in application to Western 
Hemisphere Trade Corporations than the 
present uniformly held position, we are 
nevertheless left with the fact that business 
cannot bear the suspense and uncertianty of 
the present situtaion. 


Spirit of the Law 


An authentic interpretation of the spirit 
of the law is possible and necessary. It is 
suggested that the place of business of the 
purchaser control in the case of the Western 
Hemisphere Trade Corporations. The pur- 
chaser represents the market, which the law, 
in this case, wants to protect. 


Suggested Amendment 


This would be a workable rule for the tax- 
payer as well as for the Treasury and would 
help to bring about exactly the result which 
the law intended to induce. Specifically, an 
amendment of Section 119 of the Internal 
Revenue Code is suggested, in manner similar 
to the following: 


“Section 119(e) of the Internal Revenue 
Code is amended by striking the period at 
the end thereof and inserting in lieu thereof 
the following: ‘and except that gains, profits 
and income of Western Hemisphere Trade 
Corporations derived from purchase of per- 
sonal property within the United States and 
its sale and export to purchasers whose 
principal place of business is without the 
United States, shall be treated as derived 
from sources without the United States.’ 


“This amendment shall be considered 
effective with respect to taxable years be- 
ginning after December 31, 1941.” 


Section 119, which defines what is meant 
by source within or without the United 
States, seems the appropriate place for the 
amendment. To leave the interpretation to 
the Regulations, Section 29.119-8, by an addi- 
tion to the sentence, the “country in which 
sold ordinarily means the place where the 
property is marketed,” seems of doubtful 
practical value. 


In the phrasing of the amendment, per- 
haps the words “sale without the United 
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States” or “country in which sold” had best 
be avoided. Since the place where the sale 
occurs should not be controlling, but the 
person of the purchaser, or rather his place 
of business, any reference to the place of 
sale might well be omitted. On the other 
hand, “sale to purchasers” alone would not 
be sufficient. To avoid the opening of a 
loophole, once the place of sale was omitted, 
the necessity of export had to be stated. 


But since it is stated “sale and export to 
purchasers,” it might be questioned whether, 
for instance, a sale to such purchaser but 
export shipment on purchaser’s order to 
his customer in England would not place the 
seller outside the exempt classification. 
Export to a customer of the purchaser 
designated by him should be considered as 





an equivalent of export to the purchaser 
himself. 

To remove any doubt that the amendment 
applies to all corporations which have started 
to do business under Section 109 of the In- 
ternal Revenue Code, it should be made 
effective retroactively as of the time when 
Section 109 became effective. 


The Western Hemisphere trade provi- 
sions of the law have proved inoperative 
and ineffective, in direct contrast to the 
purpose for which they were enacted. The 
proposed amendment seems appropriate to 
clear a snarled situation and to assist business 
in its peaceful expansion in the Western 
Hemisphere, and should do much to give 
tangible meaning to the “good neighbor” 
policy which we have somewhat one-sidedly 
pursued for some years. [The End] 


TAXES FOR SOLDIERS’ BONUS 


The Illinois soldiers’ bonus law, S. B. 1 of the First Special Session recently 
adjourned, has been approved by the Governor and now awaits acceptance by the 
voters at the general election in November. The bonds to provide funds for pay- 
ments in recognition of service of Illinois veterans are to be retired by means of 
increases in the privilege tax on pari-mutuel betting at horse racing meetings and 
in the cigarette tax and by a direct annual levy on property. 


If the law is approved by the voters, the pari-mutuel privilege tax will be in- 
creased to six per cent and half of the breaks and the cigarette tax will be increased 
to one and one-half mills on each cigarette sold or otherwise disposed of after 


January 1, 1947. 
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Tax Problems of Dealers 


Selling Personal Property on Installment Plan 


By J. M. 


MERO 


The author is comptroller for Sachs Quality Furniture, Inc., of New York City 


Qo 44 (a) of the Internal Revenue 
\J Code permits dealers who regularly sell 
personal property on the installment plan to 
return as income therefrom in any taxable 
year the proportion of the installment pay- 
ments actually received in that year which 
the gross profit realized, or to be realized 
when payment is completed, bears to the 
total contract price. 

However, such privilege relates only to 
deferment of “gross profit” and does not 
apply to other items of operating expense, 
miscellaneous income, etc. These other items 
must be taken into account in the taxable 
year in which they are “paid or incurred” 
or “paid or accrued,” and they may not be 
allocated to the taxable year in which the 
gross profit from the sales of a particular 
year is to be returned as income. 

The difference between income on the ac- 
crual basis and income on the installment 
basis may be expressed by the following 
formula. The term “unrealized gross profit” 
used therein means installment accounts re- 
ceivable at the end of an accounting period, 
multiplied by the properly weighted average 
gross profit percentage realized on the in- 
stallment sales from which such receivables 
arose. 


(1) Taxable income on the accrual basis 
plus 

(2) Unrealized gross profit on installment 
receivables at beginning of year minus 

(3) Unrealized gross profit on installment 
receivables at end of year equals 

(4) Taxable income on the installment 
basis. 


The foregoing formula does not give effect 
to certain adjustments which may be neces- 
sary between the two bases for allowable 
deductions which are limited by law to a 
percentage of taxable income (for example, 
the deduction for charitable contributions). 


Dealers selling personal property on the 
installment plan may, on their first return, 
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elect to report income on the installment 
basis. Furthermore, a dealer who has previ- 
ously reported on the accrual basis may 
adopt the installment basis of returning in- 
come, thereby changing his accounting method, 
without the necessity of securing the Com- 
missioner’s permission. 


Change from Accrual to 
Installment Basis 


However, such a change from the accrual 
basis to the installment basis is subject to 
Section 44 (c) and the Regulations, which 
prescribe that in computing income for the 
year of change or any subsequent year, 
amounts actually received during any such 
year on account of sales made in any prior 
year shall not be excluded on the ground 
that they were received under a sale, the 
total gross profit from which was returned 
as income during taxable periods prior to 
the change to the installment basis. 


Therefore, change from the accrual basis 
to the installment basis may involve double 
taxation, but the courts have upheld this 
double tax rule in numerous decisions. 


Where a taxpayer reporting income on the 
installment basis desires to change his ac- 
counting method to the accrual basis, he 
must secure the consent of the Commissioner. 
Application for such permission -must be 
filed within ninety days after the beginning of 
the taxable year to be covered by the return. 
Regulations 111 (Section 29.41-2) prescribe 
that where permission to make the change is 
granted, the taxpayer will be required to 
return as additional income for the taxable 
year in which the change is made all of the 
unrealized gross profit on installment ac- 
counts receivable as of the close of the pre- 
ceding taxable year. 


With the advent of the war and the adop- 
tion (by the Board of Governors of the 
Federal Reserve System) in 1941 of Regu- 
lation W, dealers reporting income on the 
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installment basis found themselves in an 
inequitable tax position. 


Although their sales and income on the 
accrual basis might actually have declined 
because of merchandise shortages induced 
by government orders and government re- 
strictions on installment selling, their tax- 
able income computed on the installment 
basis might be increasing sharply as their 
outstanding receivables were reduced by the 
normal process of collection. This effect can 
be illustrated by reference to the foregoing 
formula: if factor (3) is less than factor (2), 
income on the installment basis will exceed 
income on the accrual basis. 


The result was that installment dealers 
found themselves subject to excess-profits 
tax, in a war period when their business 
might actually be poorer than prewar be- 
cause of the inclusion of unrealized prewar 
gross profit in their taxable income for war 
years. 


Relief for Installment Basis Taxpayers 


To provide relief for installment basis tax- 
payers, Congress in the 1942 Act added Sec- 
tion 736 (a) to the Code. This section, in 
effect, permits dealers who are installment 
basis taxpayers to use the installment basis 
for normal tax purposes, but to elect to use 
the accrual basis for excess profits tax pur- 
poses. Once such election is made, it shall 
apply also to subsequent years for excess 
profits tax purposes, with the exception 
stated below. 

To be eligible to exercise this election the 
installment basis taxpayer had to establish 
that either (1) average “volume of credit” 
extended during a four-year base period was 
more than 125 per cent of “volume of credit” 
extended in the taxable year of election, or 
(2) average outstanding installment accounts 
receivable at the end of each year of a four- 
year base period was more than 125 per cent 
of the amount of such receivables at the end 
of the taxable year of election. 


Regulations 112, Section 35.736 (a)-1, out- 
lines in detail the rules for determining eli- 
gibility for relief. 

It is to be noted that an installment basis 
taxpayer who elected to use the accrual 
method for excess profits tax purposes and 
who computes his excess profits credit on 
the average base period net income method 
must, nevertheless, calculate such average base 
period net income on the installment basis if 
that is the way it was reported for the tax- 
able years in the base period. Similarly an 
installment basis taxpayer using the invested 
capital method for computing his excess 
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profits credit must calculate his accumulated 
earnings and profits by the installment method 
even though he has elected to use the ac- 
crual method for excess profits tax purposes. 


Installment basis taxpayers who were eli- 
gible and who elected, under Section 736 (a), 
to report income on the accrual basis for ex- 
cess profits tax purposes may now encounter 
another tax problem in the postwar period 
as long as the excess profits tax remains in 
effect. 


If their sales volume and installment re- 
ceivables increase markedly, their income 
on the accrual basis will rise and possibly 
be subject to excess profits tax, despite the 
fact that (under the above-described for- 
mula) factor (3) would exceed factor (2), 
with the result that income on the install- 
ment basis would be less than income on the 
accrual basis. 


Taxpayers in such a position may find it 
advantageous to avail themselves of another 
and final election possible under Section 736 
(a) as supplemented by Regulations 112, 
Section 35.736 (a)-4. This portion of the law 
permits installment basis taxpayers who 
elected to adopt the accrual basis for excess 
profits tax purposes to abandon the accrual 
method and return to the installment method 
for excess profits tax purposes as well as 
normal tax purposes. 


Eligibility for Abandonment 
of Accrual Method 


To be eligible for such abandonment of 
the accrual method, the taxpayer must es- 
tablish that (1) if the original election was 
based on the “volume of credit” comparison, 
the average volume of credit extended in the 
installment base period is not more than 125 
per cent of the volume of credit extended in 
the taxable year when it is proposed to aban- 
don the accrual method for excess profits 
tax purposes; or (2) if the original election 
was based on the “receivables” comparison, 
the average outstanding installment accounts 
receivable for the installment base period is 
not more than 125 per cent of such receiv- 
ables at the end of the taxable year when it 
is proposed to abandon the accrual method 
for excess profits tax purposes. 


Of course, in event of such an abandon- 
ment of the accrual method, Section 44 (c) 
comes into play and amounts received on ac- 
count of sales made in any prior year (irre- 
spective of whether the income for such 
prior year was computed, for excess profits 
tax purposes, on the installment or the ac- 
crual basis) shall not be excluded in the 
computation of excess profits net income. 
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Despite this, the election may be advanta- 
geous because, if there has been a substantial 
increase in outstanding installment receiv- 
ables, income on the installment basis will 
be less than income on the accrual basis. 


If Regulation W is not altered to permit 
greater latitude in installment selling, deal- 
ers whose original election was on the “vol- 
ume of credit” comparison may find it easier 
to qualify for abandonment of the accrual 
method for excess profits tax purposes than 
those whose original election was on the 
“receivables” comparison. In the latter case, 
it may be difficult to build up outstanding 
installment receivables to eighty per cent or 





more of the average outstandings in the 
installment base period when terms run to 
eighteen and twenty-four months because 
many short-term installment sales during 
the current taxable year would be paid out 
by the end of that year. 


On the other hand, “volume of credit” is 
defined at net sales minus down payments 
in cash or other property; for dealers who 
used the “volume of credit”? comparison, the 
short-term installment sales in the current 
taxable year would be as effective for pur- 
poses of the “volume of credit” index as 
long-term installment sales in the install- 
ment base period. [The End] 


NATIONAL TAX ASSOCIATION ELECTS OFFICERS 


James W. Martin, of the University of Kentucky, was elected president of the 
National Tax Association at their Thirty-ninth Annual Conference on Taxation 


which was held in Chicago, June 3-6. 


Others chosen as officers of the organ- 


ization for the coming term were: George W. Mitchell, of the Chicago Federal 
Reserve Bank, vice-president; Ronald B. Welch, of the California State Board 
of Equalization, secretary; Robert J. Eby, of New Rochelle, New York, re-elected 


treasurer. 
ization is the retiring president. 


Dixwell L. Pierce, secretary of the California State Board of Equal- 
Mr. Martin, newly elected president, was vice- 


president and Raymond E. Manning, of the Library of Congress, was secretary. 


Fiscal problems of municipalities, state finance, income tax administration, 
property taxation, death and gift taxes, federal tax policy, intergovernmental fiscal 
relations, state tax study commissions, financing city governments, taxation of 
family incomes, the federal taxation of business and the taxing process were some 
of the subjects discussed during the four-day session. 


Among those speaking during the conference were: I. M. Labovitz, of the 
United States Bureau of the Budget, Washington, D. C., who spoke on “The 
Aftermath of War in State Finance”; Thomas C. Atkeson, assistant to the Com- 
missioner of the Bureau of Internal Revenue, Washington, D. C., whose topic 
was “Some Results of the Current Federal Tax Drive”; Paul W. Smith, president 
of the Tax Executives Institute, New York, who presented a discussion during 
the “Income Tax Administration” round table; Alger B. Chapman, president of 
the New York State Tax Commission, who talked on “A Federal-State Fiscal 
Agency as an Instrument of Coordination”; Stanley S. Surrey, Tax Legislative 
Counsel, United States Treasury Department, Washington, D. C., who discussed 
“Family Income and Federal Taxation”; E. Gordon Keith, of the United States 
Treasury Department, Washington, D. C., who spoke on “The Corporation in 
the Tax System”; Randolph E. Paul, a special aide to President Truman and an 
attorney of Washington, D. C., who talked on the “Place of the Courts in the 
Taxing Process”; Harold D. Smith, Director of the United States Bureau of the 
Budget, who gave an address on “The Impact of the Federal Budget on the 


Nation’s Economy.” 
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“The bark of 102 is considerably worse than its bite” 


THe SECTION 102 PENALTY 


By RICHARD F. BARRETT 
Member of the Massachusetts and New York Bars 


AX IMPORTANT PART of the atten- 
tion and discussion of tax practitioners 
and commentators since the repeal of the 
excess profits tax by the Revenue Act of 
1945 has become centered upon Section 102 
of the Internal Revenue Code. The general 
theme of the comment is that this hitherto 
somewhat enigmatic and dormant section of 
the Code has been activated by the abolition 
of the excess profits tax into a major hazard 
to corporations and their shareholders. One 
of our most distinguished and authoritative 
experts recently indicated in the presence of 
the writer that the Bureau of Internal Reve- 
nue intended, commencing with the taxable 
year 1946, to employ Section 102 insofar as 
possible as a substitute for the now departed 
excess profits tax. 


Significance Over-emphasized 


It is the writer’s opinion, however, that 
the significance of 102 as it has frequently 
been portrayed in recent months is some- 
what over-emphasized. On analysis, it would 
appear that the bark of 102 is considerably 
worse than its bite. The scope of the bite 
measured by the ultimate effect upon the 
pocketbook is surprisingly limited in many 
cases. 

Basically, the section proposes to extract 
a penalty tax from corporations “improp- 
erly” accumulating surplus earnings in an 
attempt to avoid the individual surtaxes that 
would result if such earnings were distrib- 
uted to the stockholders as dividends. The 
net income amount upon which the tax is 
applied is, except for variations immaterial 
to general discussion, the ordinary net in- 
come of the corporation for income tax pur- 
poses, reduced by the federal income tax and 
dividends paid during the year. The tax is 
at the rate of twenty-seven and one-half per 
cent on the first $100,000 of the net income 
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so reduced, and thirty-eight and one-half 
per cent on all such net income in excess of 
$100,000. Because of the logical difficulty 
of imputing the motive of avoidance of stock- 
holders’ surtaxes to corporations whose 
shares are widely held, except in the rarest 
instance the section obviously has applica- 
tion only to close corporations. 


Apparent Penalty 


The rates of twenty-seven and one-half 
per cent and thirty-eight and one-half per 
cent, superimposed upon the regular corpo- 
rate tax rates, are impressive. The penalty, 
however, is more apparent than real when 
tested by the actual extraction of the eco- 
nomic bite, for the reason that the same sur- 
tax rates of the stockholders which supply 
the raison d’étre for the penalty also sub- 
stantially diminish its ultimate effect. 


By way of illustration, let us assume a 
type of factual situation fairly common to 
the 102 problem. Corporation X was organ- 
ized in 1939 to conduct the mercantile busi- 
ness formerly conducted as a partnership by 
Messrs. Brown and Green, who now own 
the stock of X equally. An impelling cause 
for the switch in 1939 to the corporate form 
was the rising trend at that period of indi- 
vidual surtax rates. During the war period 
the corporation prospered; but surplus earn- 
ings were reduced measurably by the excess 
profits tax, and the directors felt secure in 
retaining the balance of net profits on advice 
of counsel that the need for postwar con- 
version and emergency reserves would 
successfully refute a charge of improper ac- 
cumulation to avoid individual surtaxes. 


Now at the end of 1946, X finds itself 
with a net profit for 1946, after accruing 
federal income tax, of $100,000 and no busi- 
ness need for retaining this profit which the 


July, 1946 e TAXES—The Tax Magazine 





CT BSS a dai a React ey ae 













ur- 


ib- 


to 
in- 
Si- 
by 
wn 
ise 
rm 
di- 
od 
rn- 
ess 

in 
ice 
n- 
ild 
ac- 


elf 
ng 
\si- 
the 









| 
4 
i 
Ss 
s 
{ 

















corporation feels will convince a revenue agent. 
Brown and Green have net income from 
salaries and other sources of $60,000 apiece and, 
on reviewing surtaxes rates, determine that 
the effective average rate on a distribution to 
each of a $50,000 dividend would be eighty 
per cent. In view of their previous educa- 
tion on the subject of 102, they are familiar 
with the Bureau’s arbitrary assumption that 
a seventy per cent distribution of earnings 
indicates that 102 is inapplicable; they also 
know that this is only a prima facie pre- 
sumption, which, in view of the substantial 
surplus on hand and the alleged aggressive- 
ness of the administration of 102, may pro- 
vide them with no protection as to any part 
of the $100,000. The choice appears to be 
one between a dividend tax of eighty per 
cent or the penalty of a corporate super-tax 
of twenty-seven and one-half per cent. 


Maximum Tax Cost 


The effective rate of the penalty, however, 
is not twenty-seven and one-half per cent, 
but twenty per cent of twenty-seven and 
one-half per cent, or 5.5 per cent. The maxi- 
mum ultimate tax cost to the stockholders 
(in terms of current tax rates) of “improp- 
erly” accumulating the net profit of $100,000 
in the corporation rather than distributing it 
as dividends is accordingly $5,500, rather 
than the apparent cost of $27,500. This re- 
sult follows from the fact that if the penalty 
amount of $27,500 were distributed to Brown 
and Green as a dividend instead of paid to 
the government as 102 tax, only twenty per 
cent thereof, or $5,500, would be retained by 
them after payment of their individual taxes. 


It is stated in the preceding paragraph 
that the maximum penalty on the set of facts 
stated is 5.5 per cent under current tax 
rates. Since it is highly improbable that 
rates will increase in the future, it may be 
assumed that 5.5 per cent is a true maxi- 
mum. It is not necessarily the minimum 
penalty, however, and the exercise of certain 
control or the realization of certain contin- 
gencies may reduce the tax cost further. 
For example, if the net profit of $100,000 in 
question, reduced by the 102 tax of twenty- 
seven and one-half per cent, is eventually 
distributed to the stockholders as a divi- 
dend in complete liquidation, this amount of 
$72,500 will be subjected (assuming no 
change in the law) to a net long-term capital 
gains tax of twenty-five per cent. The stock- 
holders will then net $54,375, in contrast to 
the $20,000 which would have been realized 
from a regular dividend of $100,000 in the 


The Section 102 Penalty 


taxable year 1946. Any comparative penalty 
disappears in such a course of events. 


Assumed Lowering 
of Individual Rates 


Substantially the same result accrues from 
a subsequent sale of the stock of the cor- 
poration, and in the event of an intervening 
death, the stepped-up cost thereby attained 
improves the comparison further. It is also 
not unwarranted to visualize a result based 
upon an assumed lowering of individual 
rates. The 1939 surtax rates represented an 
unprecedentedly high income tax levy, and 
assuming a recession within five years of 
this level, the result would be as follows. 
The corporate net profit, after 102 tax, of 
$72,500 could be distributed as a dividend in 
1950, on top of the same net incomes from 
other sources of $60,000, at an average tax 
of fifty-one per cent. The stockholders would 
then net $35,646 out of the original 100,000, 
as compared to the amount of $20,000 to be 
derived from a 1946 dividend. 


A further comparison emphasizes the point 
under discussion. Let us assume that cor- 
poration X declares and pays a dividend of 
$75,000 in 1946 and retains $25,000 upon 
which the Bureau imposes no 102 penalty. 
The distribution of the dividend in 1946, 
followed by a distribution of the remaining 
$25,000 in 1950 at the assumed 1939 level of 
individual rates, would return $30,482 to the 
stockholders after taxes, as compared to 
$35,646 in the illustration of the preceding 
paragraph. It will be seen that it can be 
cheaper tax-wise to forego the declaration 
of any dividend, under certain circumstances, 
than to attempt to outguess the Bureau’s 
determination by a partial distribution. 


The economic cost of Section 102 changes 
with the innumerable variations from the set 
of facts assumed herein which will be found 
to exist. Generally, it will be apparent, the 
relative force of the penalty is diminished 
or increased in direct ratio to the surtax 
rates and the corporate earnings involved. 
Furthermore, it is not intended to imply that 
the presence of Section 102 in the tax law, 
as compared to its absence, does not raise 
many serious problems; it frequently con- 
stitutes an inequitable hardship for the close 
corporation which has substantial business 
reasons for accumulation of its earnings but 
is placed under the ever-difficult burden of 
proving a “state of mind” in order to estab- 
lish such business reasons to the satisfaction 
of the Bureau or the Tax Court. 
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Necessity for Revision of Statutes 


The purpose of the discussion is merely 
to suggest that the close corporate form is 
perhaps a somewhat safer haven for accu- 
mulated earnings than has frequently been 
intimated of late. Sophisticated manage- 
ment will consider the true economic effect 
of Section 102 upon the business and its 
owners before arriving at final decisions as 


to the declaration of dividends. Admittedly, 
however, such speculative intricacies of law 
and corporate management as are involved 
in Section 102 have no place on principle in 
a fair and realistic revenue system, and the 
discussion will best serve its purpose if it 
contributes in some small degree to an early 
realization of an equitable and intelligent 
revision of the taxing statutes. 


[The End] 






SUSTAIN STATES’ RIGHT TO TAX INSURANCE BUSINESS 


The United States Supreme Court has settled the issues which arose 
after their decision in the case of United States v. South-Eastern Underwriters 
Association et al., with respect to the regulation and taxation by the states of 
insurance companies. The inference in the South-Eastern opinion that the 
insurance business was interstate commerce, immediately created queries con- 
cerning the right of the states to regulate and tax insurance business conducted 
across states borders. 

Two cases reached the Court for determination during this term, both of 
which challenged the power of states to regulate and tax insurance business 
conducted in interstate commerce, basing their contentions upon the decision 
in the South-Eastern case. Thus the Court was called upon to clarify the 
effect of the latter case in the light of specific cases involving regulation and 
taxation of insurance companies and their agents operating in states other 
than their domicile. 


The first of these cases to be determined in favor of the state, was 
Robertson v. California, which involved the right of California to require a 
license of an agent for a non-admitted insurer and prohibited such agent, even 
if he were licensed, from assisting such an insurer in writing insurance busi- 
ness in California. The Court determined that neither the Commerce Clause 
of the Constitution nor the decision in the South-Eastern case precluded 
California from imposing regulatory provisions adapted for the protection of 
the public interest. 

The second case (Prudential Insurance Company of America v. Benjamin 
et al.), sought a review of a decision by the South Carolina Supreme Court 
which upheld that state’s insurance premiums tax as imposed upon foreign 
insurance companies. Here too, the taxpayer cited the South-Eastern case 
as a basis for its contention that the discriminatory application of the South 
Carolina tax upon foreign insurance companies constituted a burden upon 
interstate commerce. 


Mr. Justice Rutledge in a very able opinion reviewed the respective powers 
of the federal and state governments under the Commerce Clause of the 
Constitution, the trends of authority, and concluded that there are limitations 
applicable to each of these respective spheres of authority, but that the fact 
that authority may be divided, does not prevent coordinated action of both 
powers to achieve common ends in the regulation of commerce and taxation. 
Hence, the enactment by the Congress of the McCarran Act (March 9, 1945, 
subsequent to the South-Eastern decision), in which is stated: “The Congress 
hereby declares that the continued regulation and taxation, by the several 
States of the business of insurance is in the public interest, and that silence on 
the part of the Congress shall not be construed to impose any barrier to the 
regulation or taxation of such business by the several States,” clearly sustains 
the right of the States to regulate and tax insurance companies, and eliminates 
any doubt as to the constitutional power of such States so to do. 
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A Commentary on Relief Provisions 


By DOUGLAS I. MANN 


This article is based on an address delivered on February 25, 1946, at a meeting 
of the Tax Forum in Boston. Mr. Mann is a member of the Massachusetts Bar 


and of the firm of Patterson, Teele and Dennis, Accountants and Auditors, 
of Boston 


‘ N GENERAL, the majority of the Sec- 
tion 722 claims which have been filed 
were filed on or about September 15, 1943, 
the filing date specified in the Revenue Act 
of 1942. Such date was later changed to 
correspond to that prescribed by Section 
322 of the Code for filing regular claims for 
refund. However, in most cases, such claims 
are only now being considered by the 
Bureau. 


In my opinion, Section 722 is not, as some 
persons have stated, a hodge-podge of legal- 
istic language which the average business 
man, attorney or accountant can never hope 
to understand. On the contrary, I think 
that Section 722 represents an honest, sin- 
cere attempt on the part of the Congress 
to provide reasonable excess profits tax re- 
lief for the relatively few corporations 
which did not experience the prosperity 
enjoyed by the majority during the years 
1936 to 1939, inclusive, i. e., the base period 
vears. The statute precisely and clearly de- 
fines the grounds for relief, and covers all 
of the equitable reasons why a taxpayer 
should have relief. Fundamentally, a tax- 
payer’s case is no different from that which 
would be presented to a court of law if a 
corporation had an insurance policy insur- 
ing it against loss of profits in the event of 
a fire. It would be necessary to determine 
(1) that the cause (the fire) existed, and (2) 
the amount of damages resulting from the 
fire. The causes are expressly set forth in 
Section 722. The damages must be proved 
as best they may be and a reasonable deter- 
mination made of the adjustment to be 
added to the average base period net income 
as otherwise determined to offset the dam- 
ages done by the statiitory cause. 


Unfortunately, Section 722 was enacted 
at a time when neither the Bureau, the 
taxpayers, nor tax specialists were in a posi- 
tion to devote the time required for a thor- 
ough study of the matter. It was necessary 
to prepare claims hastily and with little or 


The Relief Provisions 





no thought to the evidence required to 
prove them. The taxpayers affected were 
wholly engaged in war work, and their 
personnel had been depleted as a result of 
the war; so, in any event, it would have 
been impossible, at the time the claims were 
prepared, to obtain the required data and 
evidence. The Bureau was not then prop- 
erly equipped to administer Section 722. Its 
personnel also had been depleted as a result 
of the war or offers of more lucrative posi- 
tions in private concerns. Moreover, the 
Bureau has been required to interpret the 
many other complicated provisions of the ex- 
cess profits tax law; to administer these 
provisions, together with the provisions re- 
lating to pension trusts, salary stabilization, 
etc.; to conduct extensive investigations of 
stock market transactions by resident aliens, 
of the operations of the “black market,” 
etc.; and to set up and operate the “pay-as- 
you-go” tax law. And last, but not least, tax 
specialists were almost wholly engaged in 
many activities which had no connection 
with Section 722, so we had little or no 
opportunity of properly studying Section 
722, the voluminous regulations thereunder, 
and the equally voluminous Bureau Bulletin 
on Section 722. 


During the past year, however, the situ- 
ation has gradually changed, and it is now 
possible for the Bureau, taxpayers and tax 
specialists to give proper consideration to 
the Section 722 claims which were mainly 
filed in September, 1943. 


Commissioner’s Analysis of Claims 


The magnitude of the task confronting 
those of us who have been and are special- 
izing in the preparation and litigation of 
Section 722 claims can first be realized when 
we consider that as of December 31, 1945 
(as recently stated by the Commissioner 
of Internal Revenue), 39,032 Section 722 
claims have been filed by about 17,600 cor- 
porations, comprising nearly twenty-five 
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per cent of the corporations subject to ex- 
cess profits tax. The Commissioner has 
analyzed about 27,000 of those claims and 
has found that, of such total, twenty-eight 
per cent claim relief under Section 722 (b) 
(1) because of an interruption of normal 
production; forty per cent claim relief under 
Section 722 (b) (2) because of a temporary 
economic depression; twenty-six per cent 
claim relief under Section 722 (b) (3) (A) 
because of a variant profits cycle; eighteen 
per cent claim relief under Section 722 (b) 
(3) (B) because of a sporadic profits ex- 
perience; seventy-seven per cent claim relief 
under Section 722 (b) (4) because of the 
commencement of business or a change in 
the character of business; fifty-two per cent 
claim relief under Section 722 (b) (5) for 
other factors; eight per cent claim relief 
under Section 722 (c) (1), relating to cases 
where intangible assets are important; five 
per cent claim relief under Section 722 (c) 
(2), relating to cases where capital is not 
important; eleven per cent claim relief under 
Section 722 (c) (3), because of a low in- 
vested capital. 


The aggregate of the foregoing percent- 
ages is 265 per cent, and results from the 
fact that many claims involve more than 
one subsection of Section 722. 


In his recent statement to the Joint Com- 
mittee on Internal Revenue Taxation, the 
Commissioner stated that the Bureau has 
finally disposed of 13,531 claims (about 
thirty-five per cent of the total claims on 
file on December 31, 1945), of which only 
1,543 have been allowed in whole or in part; 
3,737 claims have been rejected; 2,028 claims 
have been rejected because the taxpayer 
had no excess profits tax liability; and 6,213 
claims have been withdrawn. The Commis- 
sioner also stated that there are 557 claims 
pending in the Tax Court, of which only 
two have been decided and seven argued as 
of December 31, 1945; 2,456 claims are 
pending in the Technical Staff; 1,448 claims 
are under review in Washington; 6,556 
claims are pending in the various offices of 
the Revenue Agent; 6,949 claims are awaiting 
investigation in the field; and 7,535 claims 
are under active investigation in the field. 
Since practically all of the 39,032 claims 
which were on file on December 31, 1945, 
relate to the years 1940, 1941 and 1942, the 
number of claims to be considered by the 
Bureau will be increased considerably when 
claims for the years 1943, 1944 and 1945 
are filed. 


The Commissioner stated to this com- 
mittee that the Bureau now has over 1,200 


of its field personnel engaged in the inves- 
tigation or review of Section 722 claims, is 
now training about 300 additional agents, 
and has assigned a large portion of the 
agents in the Technical Staff to consider 
claims appealed from the Revenue Agent’s 
offices. In Washington, the Business and 
Industrial Research Division is staffed with 
trained economists, statisticians, attorneys 
and accountants, who are engaged in re- 
viewing claims, preparing industry surveys 
and other statistics. 


Two Schools of Thought 


I have reviewed the foregoing primarily 
for the purpose of showing the nature and 
character of our opposition, and the fallacy 
of believing that any Section 722 claim can 
be settled satisfactorily by fast talking at 
a conference with a Bureau official. There 
are, as you know, two schools of thought 
among tax specialists. One school believes 
that a taxpayer should submit merely a 
skeleton claim or protest and argue the is- 
sues involved at a conference. This pro- 
cedure, in some cases other than Section 
722 cases, has been successful in the past, 
for many conferees have in effect prepared 
the taxpayer’s case by asking for certain 
additional information or evidence, and 
then closing the case upon the basis of such 
information or evidence. The other school 
of thought, to which I have belonged dur- 
ing the past twenty-five years, believes that 
a taxpayer should submit the complete 
facts and evidence and argue only the appli- 
cation of the statute to the facts. All in all, 
I think that the tax specialists in this latter 
group have been more successful, and in 
miany cases taxpayers have been spared the 
expense and inconvenience of a needless 
trial before the Tax Court. 


It is, however, unnecessary to argue the 
merits of these two schools of thought, for 
any person who has made an _ intensive 
study of Section 722 will realize that the 
proper preparation of a Section 722 claim 
requires that all of the facts be carefully 
obtained and assembled, and the evidence 
in support of such facts must be prepared 
in the same manner as though the case were 
to be litigated in the Tax Court. In Uni-Term 
Stevedoring Company, Inc., 3 T C 917 [CCH 
Dec. 13,947], and Blum Folding Paper Box 
Company, Inc., 4 T C 795 [CCH Dec. 
14,395], the Tax Court plainly stated that 
a taxpayer must first submit its entire case 
to the Commissioner, and may not appeal 
to the Tax Court unless and until the Com- 
missioner has both considered and rejected 
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the Section 722 claim. It is not possible for 
a taxpayer to submit to the Tax Court any 
issues or evidence which the taxpayer has 
not previously submitted to the Commis- 
sioner. 


Assembling the Evidence 

In actual practice, I have found that the 
only satisfactory method of obtaining the 
required data and evidence is to visit the tax- 
payer’s offices, inspect the plants, ask a 
thousand or more questions, and review file 
after file of correspondence and other data. 
In any case, it is first necessary to ascertain 
the facts; for, until the facts have been ob- 
tained, it is impossible to determine whether 
or not the taxpayer has a claim under Sec- 
tion 722, and, if so, the applicable subsection 
or subsections. Obviously, this information 
can be obtained only from the taxpayer’s 
executives and the taxpayer’s files. I have 
frequently found that the memory of an 
executive is not always too reliable. It is, 
of course, useless to state the facts in any 
case without at the same time setting forth 
the evidence in support of the facts. This 
involves further research. It is possible, in 
many cases, to assign one or more of the 
taxpayer’s executives to the task of assem- 
bling the data and evidence; but such work 
must be closely supervised by the tax spe- 
cialist, and, after the data and evidence have 
been assembled, the tax specialist must 
make a careful and thorough study thereof. 
In many cases this should be done in the 
taxpayer’s offices, for invariably such re- 
view will lead to additional questions and 
the preparation of additional data and evi- 
dence. The foregoing is, of course, just 
plain, hard work; but there is, I believe, 
no alternative. There are practically no 
“easy” Section 722 claims. 


The foregoing is, unfortunately, only the 
beginning. If the assembled facts and evi- 
dence indicate that the taxpayer has a rea- 
sonable claim, the tax specialist must then 
study the statute, the regulations, the Bu- 
reau’s Bulletin and other data to determine 
the proper manner of preparing the Section 
722 claim. It will be found that the proper 
preparation of a claim, in many cases, re- 
quires specialized knowledge, and the tax- 
payer should be advised to retain recognized 
specialists who would be in a position 
to testify as expert witnesses before the Tax 
Court. The taxpayer will be opposed by an 
array of competent specialists and must 
obtain on its side the best team of specialists 
it can engage. 


The Relief Provisions 





The next, and last, step is to reconstruct 
the taxpayer’s base period net income. I 
have found that each case presents its own 
peculiar problems and involves a different 
theory of the manner of reconstructing the 


base period net income. A knowledge of 
accounting principles is essential, so attor- 
neys who do not have this knowledge 
should engage competent accountants who 
are also familiar with Section 722. In many 
cases it will be found that a specialized 
economic and statistical education is essen- 
tial, and in these cases it will be necessary 
to engaged such specialists. 


Tax Court’s Position 


We shall all learn a lot from practical 
experience and from the decisions of the 
Tax Court, which, as you know, is the 
court of last resort in Section 722 cases. It 
is to be expected that differences of opinion 
exist and will continue to exist between tax 
specialists and Bureau representatives. These 
differences can be resolved, in most cases, 
only by the Tax Court. The Bureau’s posi- 
tion is fully set forth in its Bulletin on 
Section 722. The taxpayer’s position, and, 
in my opinion, the correct position, has 
been ably and fully set forth in Excess 
Profits Tax Relief, by Hugh C. Bickford, 
which I had the privilege of reviewing be- 
fore publication. 


In Fezandie & Sperrle, Inc., 5 T C — No. 
144 [CCH Dec. 14,860], and the Monarch 
Cap Screw and Manufacturing Company, 5 
T C— No. 146 [CCH Dec. 14,861], the Tax 
Court has clearly and fairly stated that a 
taxpayer is not entitled to relief under Sec- 
tion 722 (1) merely because World War II 
did not commence in 1937 instead of 1939, 
or (2) because of severe but normal compe- 
tition. The Tax Court conceded that pro- 
cedure under Section 722 calls, as Judge 
Opper said, for “founding hypothesis on 
assumption based on_ supposition,” but 
clearly indicated that the hypothesis chosen 
must be based upon logical reasoning and 
not wishful thinking or mere conjecture. 


As you know, the Joint Committee on 
Internal Revenue Taxation recently held 
public hearings in Washington on the Bu- 
reau’s administration of Section 722. The 
Commissioner submitted a_ thirty-seven- 
page statement to the Committee, a very 
intelligent review of his administration to 
December 31, 1945, which deserves careful 
study. The printed report of the hearings 
should also be helpful. It is to be hoped 
that as a result of these hearings some im- 
provement will be made in the processing 


661 






of Section 722 claims both by taxpayers 
and by the Bureau. 


Section 721 


I shall make but one comment with re- 
spect to Section 721. Section 721 (a) (2) 
(C) permits a taxpayer to exclude from 
excess profits tax in the taxable year items 
of net abnormal income which are attrib- 
utable to other taxable years and which 
result from research and development of 
patents, formulae, or processes extending 
over a period of more than twelve months. 
There are many technical points to be con- 
sidered, but often it will be found that a 
Section 721 (a) (2) (C) case will result in 
a greater tax saving than a Section 722 (b) 
(4) case. The Bureau holds that an item 
of net abnormal income is not to be attrib- 
uted to other taxable years if it resulted 
from high prices, low costs, increased de- 
mand or decreased competition in the tax- 
able year. However, the Bureau concedes 
in the regulations that if the taxpayer li- 
censed the manufacture of the products in 
question, the income derived from royalties 
constitutes abnormal income; and the Tax 
Court has affirmed this position in W. B. 
Davis & Son, Inc., 5 T C — No. 145 [CCH 
Dec. 14,872]. The Bureau also concedes 
that if a taxpayer licenses the manufacture 
of a portion of the products in question, the 
income derived from royalties and so much 
of the net income from sales of the products 
manufactured and sold by the taxpayer as 
does not exceed such royalty rate, constitute 
abnormal income. What is the position of a 
taxpayer which has not licensed the manu- 
facture of any of the patented products? In 
his 1945-1946 edition, Robert H. Mont- 


gomery, Esq., suggests that a determination 
should be made of the net income which 
the taxpayer would have realized had there 
been no World War IIT; and in the October, 
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1944, issue of TAXES The Tax Magazine, 
Mr. Paul D. Seghers, C. P. A., suggests that a 
taxpayer may be able to show that the in- 
creased sales in the taxable year resulted 
from increased manufacturing facilities. In 
my opinion, both of these suggestions re- 
quire a hypothesis which cannot reasonably 
be proved. I suggest that the taxpayer’s 
patent attorney should evaluate the patents, 
processes or formulae upon the basis of 
court decisions in patent cases, trade prac- 
tice, etc., and determine the rate of royalty 
which the taxpayer undoubtedly would have 
received if it had licensed the manufacture 
of the products in question. The taxpayer 
should then apply such royalty rate to the 
sales of the products in question and thus 
determine the abnormal income without 
further computation. You are, of course, 
familiar with the manner in which the net 
abnormal income is determined. Necessar- 
ily, the taxpayer must show that the sales 
of the new products were profitable, but my 
suggestion offers, I think, a simple and rea- 
sonable method of determining the portion 
of the net profit derived from sales of the 
new products which is attributable to re- 
search and development and thus attrib- 
utable to other taxable years. In the Davits 
case, supra, the Tax Court held that an 
increase in the royalty income which re- 
sulted from increased demand caused by 
war conditions was not material; so if, my 
suggestion should be adopted by the Bureau 
and/or the Tax Court, it would not be nec- 
essary to consider what the sales would 
have been had there been no war, or 
whether or not the manufacturing facilities 
had been increased. 


It is, perhaps, unnecessary for me to close 
by stating that in many cases the prepara- 
tion and litigation of claims under Sections 
721 and 722 differ materially from the prep- 
aration and litigation of other Federal tax 


matters. [The End} 





The House Ways and Means Committee recently voted to fix the social 
security tax rate for the next five years at 144 per cent. This rate which at present 
is one per cent for both the employer and employee will increase automatically to 
21% per cent on January 1, 1947, unless Congress amends the tax rate provisions 


of the Federal Insurance Contributions Act. 
ute have postponed increase in the rate for each of the last six years. 


Successive amendments to the stat- 
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HOW LIFE INSURANCE HELPS 


CONSERVE 


By CHARLES A. 


ESTATES 


MOREHEAD, 


Member of the Miami Bar 
A reprint of the article in the Florida Law Journal, January, 1946 


TM HE DEATH BENEFITS of life insur- 

ance policies are usually subject to estate 
tax in the estate of the insured,’ unless the 
insurance estate has been properly planned 
in order to avoid this tax. The former life 
insurance estate tax exemption of $40,000 
has been abolished. The exemption is now 
$60,000 for all property, including insurance. 
Accordingly, a person of only moderate 
means will usually find that his estate ex- 


Net Taxable 
Estate 
After 
Exemptions 
$ 60,000 to $ 100,000 
100,000 250,000 
250,000 500,000 
750,000 1,000,000 
4,000,000 5,000,000 
OVER __ 10,000,000 





Tax evasion is illegal and fraudulent. Tax 
avoidance “by the use of legal means is sub- 
ject to no legal censure,”* is “above re- 
proach,”* and is not even “mildly uneth- 
ical.”* We must go further and recognize 
that attorneys, trust officers and insurance 
counselors owe their clients a duty to advise 
them, or obtain advice for them, as to how 
ethically to avoid unnecessary taxation.® For 
example, the foregoing table demonstrates 
that a $100,000 policy of insurance in a net 





1Internal Revenue Code, 811 (g); Regulations 
105, Section 81.25-27. 

2U. §. v. Isham, 17 Wall. 496; Gregory v. 
Helvering, 55 S. Ct. 266 [35-1 ustc {] 9043]. 

3 Randolph Paul, Studies in Federal Taxation, 
(1937) 85. 

4 Rands v. Commissioner, 34 BTA 1094 [CCH 
Dec, 9491]. 1 Paul Federal Estate and Gift 
Taxation, (1942 Ed.) {| 1.08, 41, 42. 

5 Paul Federal Estate and Gift Taxation, p. 50. 


Conserving Estates with Life Insurance 


ceeds the $60,000 exemption when his life 
insurance is added to his other assets. Eth- 
ical means exist of eliminating life insurance 
proceeds from the taxable estate, while yet 
retaining the benefits of the policies. If 
these means are not utilized, the family of 
the insured may be burdened with avoidable 
estate taxes. The magnitude of this burden 
is apparent from the following table: 


Rate of Estate Tax 

Tax on on Highest 
Each Amount in Each 

Bracket Bracket 
28% $ 20,700 
30% 65,700 
32% 145,700 
37% 325,700 
63% 2,468,200 
779% 





estate of $200,000 is subject to an estate tax 
of thirty per cent, or $30,000. If ethical 
means of avoiding this tax are available, and 
the attorney or insurance counselor, whose 
duty it is to advise his client of such means, 
fails in this duty, he will cast an unnecessary 
burden of $30,000 upon the family of his 
client. If he does this, how shall he answer 
to this family when they discover, too late, 
that his burden easily could have been 
avoided? More important—how shall he 
answer to his conscience? 

The usual estate tax problems relating to 
life insurance do not require a profound 
knowledge of tax law to solve. They require 
only a sound knowledge of the fundamental 
principles of estate planning and the estate 
taxation of life insurance. The purpose of 
this discussion is to explain these funda- 
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mentals, to outline some of the methods of 
minimizing ethically or avoiding entirely es- 
tate taxes on life insurance, and to discuss 
several means of using life insurance advan- 
tageously in planning estates. 


Fundamentals of Estate Planning 


The purposes of estate planning of all 
assets, including the life insurance estate, 
are as follows: ° 

1. To arrange and conserve the assets of 
a family group in order to provide the max- 
imum support and protection for the family 
after the death of the income-producer; 

2. To provide cash with which to pay 
estate taxes and all other pressing obliga- 
tions of the estate, thereby avoiding the sac- 
rifices incident to a forced sale of the assets 
of the estate; 

3. To minimize the income taxes of the 
family group during the life of the income- 
producer, as well as after his death; and 

4. To 

In order to plan an estate properly, certain 
information should be obtained from the 
clients:° 


reduce estate taxes. 


1. All insurance policies, with information 
as to who has paid the premiums on each 
policy; 

2. A statement of all income, disburse- 
ments, assets and liabilities; 

3. Copies of the family and business in- 
come tax returns for the last several years; 

4. The names, ages and financial status of 
all members of the family group and other 
dependents; 

5. The client’s wishes concerning the dis- 
tribution of his estate; 

In general, the estate planner should try 
to become as familiar with the client’s af- 
fairs as the client is himself. 

After analyzing this information, the client 
should be advised of the approximate amount 
of his estate tax and whether or not taxes 
may be saved and the estate conserved by 
the use of available ethical methods, such 
as the re-arrangement of the life insurance 
estate, the equalization of income-produc- 
ing property, the creation of family trusts, 
the installation of pension or profit sharing 
plans, the use of business life insurance, 
etc. 

The irreducible minimum of insurance, 
quick assets, and income-producing property 
which the client should be advised to make 





6 Polisher, Estate Planning and Estate Taz 
Saving (1943), 2-6. 
7 Polisher, supra, 134-5. 
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available in his estate, if possible, is an 
amount sufficient’ 1. to provide a clean-up 
fund to pay the client’s pressing debts and 
probate costs; 2. to educate his children; 3. 
to provide his dependents an adequate 
monthly income: and 4. to pay his estimated 
estate taxes. 


Why Too Few Estates Have 
Been Planned 


Estate planning is a comparatively new 
field. A surprisingly large number of per- 
sons have allowed their accumulations of 
assets and insurance simply to grow haphaz- 
ardly. Many have been too busy acquiring 
assets and making money to pause to con- 
sider the income and estate tax consequences 
of their acquisitions and the proper conser- 
vation and distribution of these assets after 
death. The benefits an estate planner can 
secure for such estate owners and their fam- 
ilies are usually astounding and gratifying, a 
factor which causes estate planning to be a 
particularly pleasant and profitable pursuit. 


Let us now consider the methods we may 
use in planning an estate, insofar as life 
insurance is concerned. 


Fundamental Principles of the Estate 
Taxation of Life Insurance 


The fundamental principles of the estate 
taxation of life insurance are simple and 
easily understood. 


The proceeds of policies payable to or for 
the benefit of the estate of the insured are tax- 
able in the estate of the insured, regardless 
of who pays the premiums or owns the 
policies.” The proceeds of policies payable 
to all other beneficiaries are taxable in the 
estate of the insured, if the insured either 
(a) pays the premiums directly or indirectly, 
or (b) owns at his death any “incident of 
ownership” in the policies.® 

The term “incident of ownership” means, 
generally, the right to exercise control over 
the policy, or any of “its economic benefits.” 
For example, the term includes the power to 
change the beneficiary, to surrender the pol- 
icy, to assign it, to borrow money on it, etc.” 


Avoiding Taxation of Policies Payable 
to or for the Benefit of the Estate 


The insured usually should avoid making 
policies payable to his estate or to his exe- 





§ Regulation 105, Section 81.26. 

* Internal Revenue Code, Section 811 (g). 

10 Regulations 105, Section 81.27; 1 Paul, Fed- 
eral Estate and Gift Taxation (1942), {| 10.19. 
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cutor or adminstrator. Existing policies so 








payable should be changed, unless the ad- 
vantages of making them so payable out- 
weigh the disadvantage of subjecting the 
proceeds to estate taxation. 


Policies payable “for the benefit of the 
estate” include those in which “the bene- 
ficiary is legally obligated to use the pro- 
ceeds in payment of the estate taxes or other 
debts and charges against the estate.” Ac- 
cordingly, the insured usually should avoid 
earmarking policies to pay his estate taxes 
or other obligations of his estate. Existing 
policies so earmarked should be changed. 


The estate tax may be avoided on policies 
taken out to pay estate taxes of the hus- 
band’s estate by making them payable to the 
trustee of a funded insurance trust, who may 
own the policies and pay the premiums upon 
them with the income from assets donated 
to the trust by the wife of the insured, or by 
any other person than the insured. The trus- 
tee should be authorized to lend money to 
the estate of the insured or to purchase un- 
marketable assets from the estate. The cash 
so acquired by the estate may then be used 
to pay estate taxes. An alternative method 








Value of Amount of 
insured insurance on 
estate which estate 
including tax may be 
msurance avoided 
$ 200,000 $ 100,000 
1,000,000 250,000 
5,000,000 500,000 


11,000,000 1,000,000 


is to make the policies payable to the wife 
or other principal beneficiary of the estate. 
She may own the policies, pay the premiums 
upon them from her own funds, and lend 
the proceeds to, or purchase assets from, the 
estate.” 


Ownership and Premium 
Payment Test 


In the great majority of cases the insured 
has taken out his insurance piecemeal as he 
could afford to do so, or as some enthusiastic 
agent has overcome his sales resistance. 
Usually many of the policies were taken out 
before estate taxes became a problem to the 
insured. In many cases, therefore, no thought 
has been given to planning the insurance estate 
in order to save estate taxes unless some 
estate planner has already done so. Accord- 
ingly, it will usually be found that the in- 
sured either owns or pays the premiums on 
some or all of his policies. This unneces- 
sarily causes the proceeds of these policies 
to be taxable in the insured’s estate. Ex- 
amples of the large amounts the insured 
may thus unnecessarily cause his family to 
pay in estate taxes are as follows: 





Estate Percentage 
taxes of proceeds 
unnecessarily of policies 
paid on this sacrificed 
imsurance unnecessarily 
$ 30,000 30% 
92,500 37% 
315,000 63% 
770,000 77% 








The estate planner can save the insured 
the above percentages on all future policies 
he takes out simply by advising him that his 
wife or anyone else but himself, should own 
the policies and pay the premiums upon 
them from her own funds. 


Assignment of Existing 
[Taxable Policies 


\ large part of the estate tax on policies 
owned by the insured, or upon which he 
has paid the premiums, can be saved by 
assigning the policies to his wife, or anyone 
else, and having the assignee pay all future 





" Regulations 105, Section 81.26. 

' Research and Review Advaiiced Underwrit- 
ing Service, ‘‘Arranging Life Insurance for Pay- 
ment of Estate Taxes,’’ monthly bulletin, July, 
1942; Polisher, supra, pp, 135,6; Cartinhour v. 
Commissioner (1944), 3 T C 482 [CCH Dec. 
13,811]. 
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premiums from his own funds. Then the 
insured’s estate will be taxed on the pro- 
ceeds of the policy only “in the proportion 
that the amount of premiums paid by the in- 
sured bears to the total premiums paid for 
the insurance.” For example, if fifteen 
premiums are paid on such a policy before 
the insured’s death, of which the insured 
paid five and the assignee ten, only five fif- 
teenths of the proceeds would be taxable in 
the insured’s estate. The insured’s family 
would save the tax on the remaining ten 
fifteenths of the proceeds. This ten fifteenths 
would be entirely free from estate tax to 
anyone upon the death of the insured. In 
the case of the $200,000 estate listed in the 
last table, this saving of taxes on a policy 
of $100,000 would amount to ten fifteenths 
of $30,000, or $20,000. 


“ai. R. C.. Sit te) 
tion 81.27. 





(2); Regulations 105, Sec- 








Gift Tax Upon Assigned Policies 


The assignments mentioned above amount 
to a gift of the policies from the insured to 
his wife. A gift tax, therefore, must be paid 
on the value of the policies. However, this 
gift tax is usually much less than the saving 
in estate taxes. This is true because: 


1. There is a gift tax exclusion of $3,000 
per year for each donee, plus one lifetime 
exemption of $30,000. 


2. The gift removes the insurance from 


taxation in the highest estate tax bracket, 
and subjects it to tax in the lowest gift tax 
bracket. 


3. Gift tax rates are twenty-five per cent 
less than estate tax rates. 


4. The valuation of the policy for gift tax 
purposes is much less than the amount 
payable at death. The method of valuation 
is prescribed by the Regulations.“ The value 
is approximately the terminal reserve value 
of the policy. 

5. Gifts permit the utilization of both gift 
and estate tax exemptions. 


For example, in the illustration last given 
the estate tax saved by the assignment of a 
$100,000 policy was $30,000. There would be 
no gift tax at all to pay on this assignment, 
because the value of the policy for gift tax 
purposes would be only about $12,300. This 
is less than the gift tax exemption. This val- 
uation assumes (1) that no other taxable 
gifts had been made by the insured, (2) that 
the insured was fifty years of age at the time 
the policy was issued, and (3) that the policy 
was an ordinary life policy issued on the 
usual three per cent reserve basis. There 
would be no gift tax to pay until the value 
of the policy exceeded the gift tax exemption 
of $33,000. In the example given, the assign- 
ment of a policy of any amount up to a face 
value of about $268,000 would be exempt 
from gift taxes. A gift tax would be imposed 
on policies exceeding that amount, but the 
rates begin at only two and one quarter per 
cent. The gift tax is usually not sufficient, 
therefore, to deter the assignment of policies 
by the insured. 


Assignment of Policy for a 
Valuable Consideration 


If a life policy is assigned for a valuable 
consideration the beneficiary usually must 
pay income taxes on the entire proceeds 
of the policy (less the consideration paid 
for the policy and premiums subsequently 





14 Regulations 105, Section 86.19 (i); 
supra, {| 18.20. 


2 Paul, 
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paid by the assignee) in the year of the in- 
sured’s death.” This would be nothing short 
of a calamity. For example, the income tax 
on $100,000 of such taxable proceeds would 
be about $64,000, assuming the beneficiary 
had no other income in the year of insured’s 
death. 

Of course, this result should be avoided. 
The assignments mentioned above are gifts, 
so the form of assignment should negative 
a valuable consideration by reciting that the 
consideration was “love and affection,” or 
that no valuable consideration passed, or 
words of similar import. The usual printed 
forms of assignment supplied by insurance 
companies recite that the assignment was 
made “for value received.” This language 
should not be used. 


Policies Assigned by Insured 
in Contemplation of Death 


The proceeds of policies assigned by the 
insured “in contemplation of death” are sub- 
ject to estate tax in the estate of the in- 
sured. Living motives must exist for 
the assignment of the policies, otherwise, 
they may still be taxable in the estate of the 
insured.” Examples of such living motives 
may be” to relieve the insured of the bur- 
den of carrying unproductive assets; to 
equalize the family income and expense in 
order to save income tax; to settle family 
disputes; to protect the insured’s family 
in the event his business judgment should 
become poor in old age, or his affairs be- 
come involved;” to enable the transferee 
to raise funds by borrowing on the policy;” 
to carry out a long-term program of be- 
stowing gifts upon members of insured’s 
family.” 

Living motives are usually present in every 
case. A record of these motives should be 
preserved for use in the event the Commis- 
sioner should contend, after the insured’s 
death, that the assignment of a policy was 
made “in contemplation of death.” 





=z. RC... 22 (hy @) 
Section 29.22 (b) (2)-3. 

1% Regulations 105, 
1. RC. 81 Ce). 

17 1945 Research Institute of American Federal 
Tax Service, {| S-3102-3113; Slifka v. Johnson, 
DC N. Y., May, 1945 [45-1 ustc § 10,205]. 

1% 1945 Research Institute (supra), { S-3112; 
1945 Montgomery, ‘‘Federal Taxes on Estates, 
Trusts and Gifts,’’ 15,370-85; Polisher (swpra) 
23-26. 

19 Bickerstaff v. Commissioner, TC memo. Oc- 
tober 29, 1942 [CCH Dec. 12,871-O]. 

2 Smith v. Commissioner, TC memo. January 
30, 1943. 

2 Boyle Trust v. U. S., DC Tenn., January 
12, 1943 [43-1 ustc J 10,021]. 


(a); Regulations 111, 


Section 81.15 and 16; 
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If living motives for the assignment exist, 
the insurance agent should not write his 
company that the sole purpose of assigning 
a policy is to save estate taxes. In a fairly 
recent case, decided in May, 1945, this fact 
alone was held sufficient to subject the 
policy to estate taxation as being transferred 
“in contemplation of death.” * 


Conversion of Taxable Policies 
to Paid-up Insurance 


The estate tax on policies that would be 
taxable in the insured’s estate because he 
paid the premiums upon them may be con- 
siderably diminished by converting these 
policies into paid-up insurance. For ex- 
ample, the paid-up insurance value of an 
ordinary life policy of $100,000, carried for 
three years on the life of a man of fifty, 
would be only $12,300. If this policy is con- 
verted into paid-up insurance, the taxable 
insurance in the insured’s estate will be re- 
duced by the difference between $100,000 
and $12,300, or $87,700. 


This procedure reduces the amount of in- 
surance on the insured’s life by $87,700. So 
the wife, or anyone except the insured, should, 
prior to the conversion of the old policy, ob- 
tain a policy on the insured’s life for this 
difference of $87,700 and pay all premiums 
upon it thereafter. This new policy of 
$87,700 will be entirely exempt from estate 
taxes upon the death of the insured. Thus, 
the family of the insured saves the estate 
tax on $87,700 of his insurance. If his estate 
is valued at $200,000, the tax they save will 
be thirty per cent of $87,700, or $26,310. They 
will save $55,251 in taxes if the insured’s 
estate is valued at $5,000,000. 


The policies to be converted into paid-up 
insurance should be selected with care in 
order to conserve the many advantageous 
features of some of the older policies, which 
may not be available in new policies. The 
older policies usually have better settlement 
options resulting from a higher guaranteed 
interest rate, more liberal disability benefits, 
waiver of premium provisions, etc., than the 
newer policies. 


If the insured has become uninsurable, 
this method of reducing his estate tax should 
not be used unless it is advisable to reduce 
the amount of insurance on his life, an infre- 
quent circumstance. 


This method of reducing estate taxes on 
insurance by converting into paid-up insur- 
ance seems preferable in most cases to the 


2 Slifka v. Johnson, supra. 
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method of assigning the policies discussed 
above, because: 


1. The estate tax saving is usually much 
greater. For example, if the “assignment 
method” had been used in the example last 
given, and the insured had died one year 
after the assignment, the estate tax on the 
policy in an estate of $200,000 would have 
been three-fourths of $30,000, or $22,500. 
Under the “paid-up insurance method,” the 
tax would be only thirty per cent of $12,300, 
or $3,690. 


2. The “paid-up insurance method” avoids 
any question of whether the assignment of 
the policy was made in contemplation of 
death because there ts no assignment of the 
policy in the “paid-up insurance method.” 

3. All gift taxes are avoided by the “paid- 
up insurance method,” because there is no 
gift of the policy to anyone. 


“Indirect” Payment of Premiums 
to be Avoided 


The Code provides that insurance is tax- 
able in the estate of the insured to the extent 
that he either “directly or indirectly” pays 
the premiums on policies on his life.* So in 
the methods discussed above, and in all in- 
stances when someone other than the in- 
sured pays the premiums on policies on his 
life, the source of the funds used to pay 
these premiums should be carefully checked. 
These funds should not emanate from the 
insured. If so, the Commissioner may tax 
the policies in the insured’s estate on the 
ground that the insured paid the premiums 
“indirectly.” * 

The Regulations™ cite the following ex- 
amples of what constitutes “indirect” pay- 
ment of premiums by the insured. 


1. “If the insured transfers funds to his 
wife so that [emphasis supplied] she may 
purchase insurance on his life, and she pur- 
chases such insurance, the payments are 
considered to have been made by the insured 
even though they are not directly traceable 
to the precise funds transferred by the in- 
sured.” 


2. “If payment is made by a corporation 
which is the insured’s alter ego.” 


3. “If payment is made by a trust whose 
income is taxable to the insured.” 


4. If the premium is “paid with property 
held as community property” (with desig- 
nated qualifications). 


eT. R.C., 811: @) ©). 

241945 Research Institute, supra, { S-2906- 
2906.6. 

2 Regulations 105, Section 81.27 (a) (2). 
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The consensus of opinion seems to be that 
if an insured should transfer funds or in- 
come-producing property to his wife without 
any intention that she use the funds or in- 
come from the property to pay premiums 
on his insurance, and she (perhaps five years 
later) uses such funds or income for that 
purpose, this will not amount to an “indirect” 
payment of premiums by the insured.” 


When persons other than the insured own 
and pay premiums on policies on his life, 
records of these payments should be pre- 
served for use in the event the Commis- 
sioner should, after the insured’s death, 
question the fact that these payments were 
made by such other persons. These records 
may consist of cancelled checks, copies of 
letters to the insurance company, receipts, 
book entries, etc. 


Exemption of Premiums Paid 


Before January 10, 1941 


Almost every person owns policies taken 
out prior to January 10, 1941, upon which 
he paid premiums prior to that date. The 
Regulations contain an important exception 
regarding such policies. It is this: 


If the insured did not at any time after Jan- 
uary 10, 1941, own any incident of ownership 
in a policy, no premiums paid by him on the 
policy prior to that date will be considered 
in determining the proportion of the pre- 
miums paid on the policy by the insured. 
These premiums will be considered only in de- 
termining the total amount of ali premiums 
paid on the policy.” 

An example will illustrate the importance 
of this exception: Assume that an insured 
took out a $100,000 policy on March 1, 1921. 
On January 1, 1939, he assigned all incidents 
of ownership in the policy to his wife. He con- 
tinued to pay the premiums himself until his 
death on November 1, 1945. Thus, the insured 
paid all of the twenty-five premiums paid on 
the policy. Yet under this exception to the 
statute only five of these premiums, i. e., 
those he paid after January 10, 1941, will be 
considered as having been paid by him in 
arriving at the estate tax due on the policy. 
Had this exception not existed, the entire 
proceeds of the policy would have been tax- 
able in his estate, and the tax would have 
been $30,000 in an estate of $200,000. Be- 
cause of this exception, however, the tax 
will be only five twenty-fifths of $30,000, or 





* 1945 Research Institute, supra, { S-2906.4.. 
1945 Research and Review Service, supra, { 2-25 
to 30: Cain v. Commissioner, 43 BTA 1133 [CCH 
Dec. 11,730]. 


77 Regulation 105, Section 81.27. 
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$6,000. Thus, the exception saves the in- 
sured $24,000. The saving would be greater 
in larger estates. 

The reason for this unusual exception lies 
in the rather involved evolution of the law 
concerning the estate taxation of life insurance. 
These reasons are interesting historically, 
but are not pertinent to this discussion. 


Effect of Retention of Reversionary 
Interest in Assigned Policies 


Many policies provide that if the bene- 
ficiary dies before the insured, the proceeds 
shall be payable to the estate of the insured 
or as he shall direct, or that in such event 
certain incidents of ownership, theretofore 
owned by others, shall revert to the insured. 
These are called “reversionary interests” in 
the insured. 


The Code provides that in determining 
whether the insured owned any “incident of 
ownership” in a policy at the time of his 
death, a “reversionary interest” shall not be 
considered as an “incident of ownership.” ™ 
This would seem to settle the matter, but 
it does not. The Commissioner has provided 
in his Regulations that this exception in the 
Code does not apply to the following com- 
mon situations: 


(1) It does not apply to gratuitously as- 
signed policies, such as those discussed 
above. The Regulations provide that if the 
insured “gratuitiously transferred all his 
rights in a policy reserving a reversionary 
interest whereby the proceeds are made pay- 
able to his estate if the transferees or bene- 
ficiaries do not survive him, the proceeds are 


includible in his gross estate under I. R. C. 
Sit 6c).”"" 


On June 11, 1945, the United States Su- 
preme Court subjected the proceeds of a 
combination annuity and life policy to estate 
tax on the ground, among others, that the in- 
sured possessed a “reversionary interest” in 
these policies at his death. The Court held: * 


“The decedent’s possession of a reversion- 
ary interest at the time of his death, delaying 
until then the determination of the ultimate 
possession or enjoyment of the property... 
constitutes an important incident of ownership 
sufficient by itself to support the imposition of 
the estate tax.” 


In view of this regulation, and the deci- 
sions on this subject, when the insured 
assigns a policy to someone who is to pay 


=], B.C. Sti (a) (2)- 

* Regulations 105, Section 81.25. 

3° Goldstone v. U. S., 65 S. Ct. 1323, 89 L. 
Ed. 1253 [45-2 ustc ff 10,209]. 
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the premiums thereafter, the assignment 
should expressly negative the retention of 
any reversionary interest by the insured. 
Otherwise, the entire proceeds of the policy 
may be taxable in the insured’s estate, even 
though someone else. owns the policy at the 
time of the death of the insured and has paid 
all the premiums upon it. 


(2) We mentioned above that if the in- 
sured did not at any time after January 10, 
1941, own any incident of ownership in a 
policy, no premiums paid by him on the 
policy prior to that date will be considered 
in determining the proportion of the pre- 
miums paid on the policy by the insured 
for estate tax purposes. The Regulations 
provide that a “reversionary interest is an in- 
cident of ownership” for the purposes of de- 
termining whether the insured owned any 


" Regulations 105, Section 81.27 (a) (2). 


incidents of ownership in a policy after Jan- 


uary 10, 1941." 


Thus it appears that the retention of a 
reversionary interest by the insured may 
sometimes cause disastrous estate tax con- 
sequences.” 


Conclusion 


Attorneys, insurance counselors and trust 
officers who acquire a knowledge of the fun- 
damentals of estate planning and the estate 
taxation of life insurance, will render a de- 
cided public service to the families of 
their clients Ly saving them unnecessary taxes 
and conserving estates. They will find that 
their studies will be well rewarded in a 
pecuniary way, as well as by the gratitude 


of their clients. [The End} 


*2 Research Institute, supra, {| S-2909. 
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CLEVELAND, OHIO 
es During 1944 Cleveland’s general revenue and general expenditure contracted 
, but slightly, after remaining stationary during the two previous war years. The yield 
vided of the property tax declined, and aid received from the state was less. The reduc- 
n the tion of the city’s general tax-supported debt and lower interest costs had decreased 
com- requirements for debt service. Capital outlay had been curtailed, but by the end 
of 1944 a capital improvement reserve fund of approximately $20 million had been 
> accumulated, much of which, it was anticipated, would be available to meet the 
clea impact of reconversion toa peacetime economy and to help ward off unemploy- 
f the ment in the postwar period. 


. his General revenue of Cleveland totaled $34.1 million, a 2.8 per cent decrease 
nary from the $35.1 million received in 1943. This slight decline was due mainly to 
pay- the decrease in property tax collections. While a larger assessed valuation offset 
ene. the lower rate levied for 1944, the peak of collection had been previously reached 
3 are for both current and delinquent levies. Income from other tax sources was small, 
gC. and the new licenses imposed on games of chance was not a significant addition 
to sources of revenue. State aid for public welfare was reduced because of the 
lower expenditure required for this purpose, and aid for civilian defense was dis- 
continued entirely. Charges for current services, providing a much larger propor- 
sali tion of revenue than in most cities of the same population-size group, also 
i. ts decreased. An increase of 60.7 per cent was shown in revenue from special assess- 
t” in ments, which, however, constituted only a small segment of total revenue.—Bureau 
Wd: of the Census, City Finances: 1944, March, 1946. 
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RECONVERSION COSTS 
AND THEIR TAX OFFSETS 


By S. H. APFEL, CPA 


Mr. Apfel, a partner in the firm of Apfel & Gamso, is a member of the New York 
State Society of C. P. A.’s. This article appeared in the May, 1946 issue of 


HE TERM “RECONVERSION” con- 

notes the change-over of business from 
a wartime to a peacetime basis. In one form 
or another, every business is today faced 
with “reconversion” problems, that is, prob- 
lems arising out of the end of the war and 
the return of peace. 


One business may have been manufactur- 
ing tanks and must now go back to making 
autos. Another business may not be able 
to go back to its pre-war product, and will 
have to seek a new one. A third business 
may wish to go back to its pre-war product, 
but may also foresee the necessity of adding 
others. The “war babies” who never existed 
in peacetime will have endless reconversion 
problems, including the search for a product. 
Some businesses may not have “product” 
difficulties at all, but rather the problem of 
redeveloping their old customers because 
the U. S. Government has been their only 
customer for several years. Again, some 
businesses may need new markets, and per- 
haps also a sales force to develop their new 
markets. 


All these typical reconversion problems 
involve considerable expenditures of money. 
The object of this article is to show how 
the federal tax laws, by aiding the liquidity 
of business, enable it to have at hand the 
money required to cope with reconversion 
difficulties. Actually, the tax laws provide 
several ways of improving liquidity. These 
are: 


1. By permitting reconversion costs as tax 
offsets. 


2. By quick satisfaction of refund claims: 


a) Based on operating loss carry-back 
and carry-forward. 


b) Based on unused excess profits credit 
carry-back and carry-forward. 


3. By postwar refund credits: 


Dun’s Review, under the title, “Five Tax Aids in Restoring Peacetime Business” 





a) Entire elimination. 
b) Deduction from current payments. 


c) Making them demand notes after Jan- 
uary 1, 1946. 


4. By permitting anticipation of refund 
claims: 


a) Based on losses expected in the cur- 
rent year. 


b) Based on unused excess profits credit 
carry-back and carry-forward. 


5. By permitting quick satisfaction of re- 
fund claims due to accelerated amortization 
of emergency facilities. 


Therefore, a thorough understanding of 
these features of the tax law may be of im- 
measurable aid to business. If taxpayers 
and tax advisers are alert, they may be able 
to secure many of these benefits as well as 
the benefits of the relief provisions which 
Congress has made available to them through 
the Second Revenue Act of 1940, the Rev- 
enue Act of 1942 and the acceleration of cash 
refunds under the 1945 Tax Adjustment Act. 


Reconversion Costs as Tax Offsets 


The first way in which the tax law aids 
a business to remain liquid is by permitting 
it to deduct its reconversion costs for tax 
purposes, that is, as a tax offset. The effect 
is to permit such expenses to be paid out 
of current profits, without any tax liability 
incurred with respect to the amount in- 
volved. Among various reconversion costs 
which are fully deductible for tax purposes 
are the following: 


1. Costs of planning and research in de- 
termining what products to manufacture, 
how best to manufacture them, their most 
receptive markets, and how best to market 
them. 
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2. Costs of instructing employees in their 
postwar jobs and in performing their duties 
most efficiently. Cost of developing a new 
sales force or of training the old group 
with reference to postwar operations. This 
will be of the utmost importance where new 
activities are involved and where different 
machines are being used, especially where 
the employees’ functions have changed. 


3. Employee bonuses to compensate them 
for services and fidelity during the difficult 
war period, and thus to encourage their re- 
newed and unstinted efforts in peacetime. 
Also, bonuses to employees who have just 
returned from the armed forces. The bonus 
may take the form of an outright payment 
or the purchase of a retirement annuity. 


4. Costs of developing old and new mar- 
kets, contacting customers, learning their 
needs and developing a receptive attitude to 
the products to be manufactured as well as 
to the manufacturer. - 


5. Advertising expenditures to promote 
the business and its new product in its post- 


war situation, creating good will for the 
company. 


6. Cost of assets which have outlived their 
usefulness with the end of the war and the 
termination of war contracts. Such assets 


should be immediately abandoned or scrapped 


in order to obtain the tax deduction and the 
indirect return of the investment which they 
represent. For example, machinery, pat- 
ents, other plant or office equipment, useless 
or excess inventory, and even undeveloped 
patents which are doomed to failure. As 
will be shown later, “emergency facilities” 
may be written off over the period of the 


emergency even though they continue to be 
used. 


7. All machinery and plant equipment 
should be re-examined to determine whether 
depreciation is being taken at an adequate 
rate. Because of abnormal war conditions, 
the remaining life of machines may be much 
less than originally anticipated. If such 
equipment is not to be abandoned, it may be 
depreciable at a higher rate for tax purposes. 
Business should consider taking advantage 
of the five-year depreciation stabilization 
plan announced by the Treasury Depart- 
ment in the summer of 1945. 


8. Cost of re-arranging or moving plant 
or office facilities to conform with postwar 
plans of operation, as well as the cost of 
all repairs necessary to keep equipment in 
perfect operating condition so as to assure 
utmost efficiency in production. Now is the 
best time to do all the maintenance work 
that may have been neglected during the 
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war years because of the inadequate supply 
of labor, repair materials and replacement 
parts. The cost of repainting the plant, re- 
tooling it, replacing worn out parts wherever 
possible, and generally tightening all the 
loose ends for precise future operations, are 
all deductible for federal income tax pur- 
poses. 


9. Costs to terminate undesirable con- 
tracts entered into before the end of the 
war, the performance of which might inter- 
fere with progress in developing the peace- 
time program, For example, a manufacturer 
may have decided to turn out a new product, 
and yet may be under contract to furnish 
more of its old product, or to purchase the 
material and equipment which enter into its 
manufacture. If this firm is to get a rapid 
start in the postwar field, it may be wise 
to cancel the old contracts and pay dam- 
ages. The taxpayer gets his money back 
via a tax deduction. Or, the taxpayer may 
decide that his present location is inadequate 
for successful postwar operations, but may 
be bound by a lease on the premises. It 
might be advisable to terminate the lease 
and pay the cost to the landlord-lessor, and 
then deduct that amount for tax purposes. 


10. Costs to settle contractual or other 
liabilities or claims which may be hanging 
over the business and which may affect its 
progress by interfering with its credit posi- 
tion or by making it difficult to determine 
just how much cash to set aside as a reserve 
against these contingent liabilities, or by 
directing the thoughts of management away 
from the all-important reconversion prob- 
lems. For example, there may be lawsuits 
or claims pending for breach of contract, 
breach of warranty, unfair competition and 
injuries to employees or outsiders. These 
claims may all have arisen out of war period 
operations. The cost of settling them is 
deductible for tax purposes, and to that 
extent is borne by the government. Since 
such settlement may be essential to business 
if it is to get on with its reconversion plans, 
it should bend over backwards to effect set- 
tlements in those cases. Similarly, business 
should get rid of outstanding tax claims 
which are deductible in nature, such as the 
various excise taxes which enter into the 
cost of production or into the cost of other 
operations. 


Many of the reconversion costs which are 
deductible for tax purposes have been here 
presented and illustrated. But proper busi- 
ness acumen will guide resourceful manage- 
ment in applying these broad categories of 
deductible costs to the specific needs of its 
enterprises. By permitting such deductions 
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the government allows business to remain 
liquid. In other words, the Government 
does not try to collect taxes on earnings 
which are being ploughed back into recon- 
version operations of the above described 
nature. Although this is a negative form 
of grant, the recognition of the extent to 
which taxes are with us today makes the 
freedom therefrom the equivalent of a direct 
cash subsidy. In any event, the tax deduc- 
tion actually improves the company’s cash 
position. 


The Carry-back and Carry- 
forward Provision 


But what happens if these reconversion 
costs are incurred in loss years? Since there 
are no taxable profits, to that extent these 
costs are not paid out of earnings and their 
deductibility does not affect any tax savings. 
The result would be an impairment of cash 
position. In such cases, however, relief is 
obtained through the feature of the tax law 
dealing with the net operating loss carry- 
back and carry-forward provisions of the 
Revenue Act of 1942. The effect of these 
provisions is to treat the amount of the loss, 
which for the present purposes is the amount 
of reconversion costs that was not met out 
of earnings and results in no tax benefit, as 
being incurred in the two prior years and in 
the two succeeding years. The loss is first 
carried back to the second preceding year 
and permitted to reduce net profits of that 
year, and the taxpayer may recompute his 
tax liability for that year on that basis. He 
will find that he has overpaid taxes and is 
entitled to a refund of the difference. If 
the loss exceeds the taxable profits of the 
second preceding year, the balance may be 
carried to the first preceding year and ap- 
plied the same way. Any loss balance that 
still remains may then be carried to the 
first succeeding year and, if necessary, to 
the second succeeding year. In this way 
reconversion costs which are not paid out of 
the earnings of the year in which they are 
incurred are, for tax purposes, paid for out 
of the earnings of the two prior and two suc- 
ceeding years. A specific example is given 
later. 


Quick Satisfaction of Refund Claims 


The taxpayer may properly ask the fol- 
lowing question, however. Even though re- 
conversion costs are carried backward for 
tax purposes and deemed to have been paid 
out of the earnings of prior years, how is 
the taxpayer’s cash position improved when 
it has already paid the tax on the prior 
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year’s earnings? All it then has is a claim 
for refund, which is not the equivalent of 
cash in a going business! Congress recog- 
nized this problem and provided a “quick 
refund claim” in the Tax Adjustment Act of 
1945. 

What is a “quick refund claim?” It is a 
special claim which must be acted upon by 
the Commissioner within ninety days and 
without making an audit. This is to be 
distinguished from the more prolonged pro- 
cedure of the “ordinary” claim for refund. 
lf the application is in proper form, a “quick 
refund” will be made by the Commissioner. 
Although not a final disposition of the mat- 
ter, this provision does have the effect of 
getting needed cash to the taxpayer quickly. 


The Postwar Refund Credit 


This brings us to the next way in which 
the tax law improves the liquid condition 
of business. As indicated previously, the 
Tax Adjustment Act of 1945 contains many 
provisions by which cash becomes quickly 
available to a business for meeting its costs 
of reconversion. 


Postwar Refund Bonds Become 
“Demand Notes” on January 1, 1946 


The first provision of the Tax Adjust- 
ment Act of 1945 to improve the liquidity 
of corporations dealt with the postwar re- 
fund credit in the excess profits tax law. In 
the Revenue Act of 1942, because of the 
very high excess profits tax rates, Congress 
provided for a postwar refund of ten per 
cent of the excess profits tax paid for 1942 
and subsequent years. This liability of the 
government was evidenced by a non-interest 
bearing bond. Since this was, however, non- 
assignable and non-negotiable in character, 
the use of the cash evidenced by the bond 
was for the time lost to the taxpayer. In 
the Tax Adjustment Act of 1945, Congress 
provided that with respect to the excess 
profits tax liabilities of 1944 and subsequent 
years, taxpayers could deduct the 10 per cent 
postwar refund credit immediately and pay 
the government only the balance. They no 
longer had to take the special bonds, of a 
non-cash nature, to evidence this indebted- 
ness of the government. That is to say, they 
no longer had to lend the government the 
amounts in question. But Congress went 
even further than that. There were still 
outstanding the bonds already issued to evi- 
dence the postwar refund credits to which 
taxpayers were entitled for the years 1942 
and 1943. With respect to these bonds, 
Congress declared that they also were pay- 
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able at the option of their owners on or 
after January 1, 1946, thus, in effect, making 
them demand notes at that time since tax- 
payers will then be able to cash in their 
postwar refund credit bonds and improve 
their liquidity. 


Anticipation of Refund Claims Based 
on Losses Expected in the Current Year 


The next significant provision in the Tax 
Adjustment Act of 1945, whose effect is to 
improve the cash position of taxpayers, re- 
lates to the carry-back provisions in the tax 
law. There are now two such carry-back 
provisions under the Revenue Act of 1942, 
the net operating loss carry-back and the 
unused excess profits credit carry-back. 
The net operating loss carry-back provision 
arose, as already stated, out of the desire of 
Congress to take care of situations where 
the profits of one year were dissipated by 
losses in subsequent years. Thus it permit- 
ted taxpayers to charge the losses of one 
year against the profits of another year, and 
taxed only the difference. That is, if a busi- 
ness makes a profit of $100,000 in one year 
and loses $100,000 the next year, the end 
result is an even break. In such cases, Con- 
gress deemed it inequitable to tax the 
$100,000 profit while making no allowance 
for the $100,000 loss. So it enacted the net 
operating loss carry-back, which provides 
that the loss of one year may be carried 
back to reduce the porfits of the two pre- 
ceding years, first to the earlier year and any 
balance to the later year. 


There is a further provision in the effect 
that if the loss of a particular year exceeds 
the total profits of the two preceding years, 
the balance may similarly be carried for- 
ward to the two next succeeding years. For 
example, if a corporation had a $100,000 
profit in 1943 and a $100,000 profit in 1944, 
but a $500,000 loss in 1945, the net loss could 
be carried back first to 1943 and then to 
1944 to be charged against the profit of both 
those years and then if necessary, the loss 
balance of $300,000 could similarly be car- 
ried forward to 1946 and then to 1947. Since 
taxes have been paid on the 1943 and 1944 
profits, and since these profits have been 
eliminated by the 1945 loss, the corporation 
is entitled to a refund of the taxes in question. 


The Tax Adjustment Act of 1945 helps 
in the following way to improve the cash 
position of taxpayers. It permits the filing 
of a “quick refund claim” as referred to 
above. In fact, it goes much further than 
that. Under the Revenue Act of 1942, the 
tax for the year of the profits must be paid, 
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even though losses might be expected or 
are actually sustained in later years. The 
tax could be recovered only upon filing of a 
claim for refund based on the carry-back, 
and this could not be done until after the 
end of the year of loss. Thus, if a profit was 
made in 1944, the taxes would have to be 
paid on such profit even though it was obvi- 
ous to the taxpayer that he was going to 
sustain a loss in 1945. 


Only after the end of 1945, when the loss 
was determined, could the taxpayer claim a 
refund of 1944 taxes based on the loss carry- 
back from 1945. Congress realized, however 
that it is during the year of loss when the 
taxpayer most needs the cash refund and 
that will probably be the “reconversion” 
years, thus accentuating the need for cash. 
So it provided, in the Tax Adjustment Act 
of 1945, that payment of the taxes of a 
profit year may be postponed when the tax- 
payer expects to have a loss the next year. 
The tax may be postponed only to the extent 
that the taxpayer expects to be entitled to 
a refund as the result of a loss which it 
reasonably expects to sustain in the ensuing 
year. Thus the taxpayer may get an exten- 
sion of time for the payment of its 1945 
taxes if it reasonably expects a loss for 1946. 
But the extension relates only to the amount 
which does not exceed the refund which the 
taxpayer reasonably expects from his 1946 
loss. The taxpayer gets the extension by 
filing an application in which it sets forth 
the estimated amount of the loss, the rea- 
sons for expecting the loss, the amount of 
refund to which such loss would entitle the 
taxpayer, and the amount of tax payment 
sought to be extended. In this manner tax- 
payers can retain during “reconversion” 
moneys which they would otherwise have 
to pay to the government but which prob- 
ably would be eventually returned to them 


Anticipation of Refund Claims Based 
on Unused Excess Profits Carry-backs 
and Carry-forward 


The same principle is applied by the Tax 
Adjustment Act of 1945 to the other carry- 
back, called the unused excess profits credit 
carry-back. A word of explanation as to 
the nature of this carry-back is first neces- 
sary. Just as the income tax is imposed 
on “normal” profits, the excess profits tax 
tries to reach “war” profits. In determining 
what “war” profits are, a standard of normal 
profits called the excess profits credit, is 
used. The computation of this standard is 
generally complicated and an explanation of 
the technique of making the computation is 
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not necessary for the purposes of this.article. 
Suffice to say that the excess of a corpora- 
tion’s profits over its standard of normal 
profits is deemed “war” profits and is sub- 
ject to excess profits tax. But Congress did 
not wish to subject to excess profits tax the 
“war” profits of one year which were dis- 
sipated by the failure to reach normal profits 
the next year. For example, let us assume 
that the standard of normal profits (that is, 
the excess profits credit) of a certain corpo- 
ration is $100,000. In 1944 it earned $100,000; 
in 1945 it earned $150,000; but in 1946 its 
profit is only $50,000. Over the three years 
the corporation’s average profit is $100,000, 
which equals its excess profits credit 
(standard of normal earnings). Thus, it 
should not have to pay any excess profits 
tax for those years. Here is how this result 
is accomplished by the excess profits tax 
law. It provides for a two year unused 
excess profits credit carry-back (and carry- 
forward), and it is this carry-back with 
which we are now concerned. It operates in 
the same manner as the loss carry-back for 
“normal” tax purposes. Referring to the 
above illustrations, we see that in 1944 profits 
equalled the excess profits credit (the stand- 
ard of normal earnings) so that no excess 
profits tax had to be paid. In 1945, profits 
exceeded the excess profits credit by $50,000, 
so an excess profits tax had to be paid on 
the $50,000 of war profits. But in 1946 
profits are expected to fall below “normal” 
(the excess profits credit) by $50,000 so that 
for excess profits tax purposes there will be 
$50,000 of unused excess profits credit. This 
amount may first be carried back to 1944 
(in which it is not needed, in the above illus- 
tration) and then to 1945, as an addition to 
the excess profits tax credit for those years. 


Thus in 1945 the corporation has an ex- 
cess profits tax credit of $150,000 ($100,000 
plus $50,000 carried back from 1946). As 
a result, it is not liable to excess profits tax 
in 1945, since its total profits do not exceed 
$150,000. Since it would already have paid 
the excess profits tax on $50,000 for 1945, 
the corporation is entitled to a refund based 
on the carry-back. In order to improve the 
cash position of corporations in reconversion 
the Tax Adjustment Act of 1945 provides 
the same relief as in the case of the net 
operating loss carry-back: first, the right to 
apply for a “quick refund claim”; second, the 
right to postpone or extend the payment of 
its excess profits tax for one year on the 
basis of an anticipated unused excess profits 
credit (which will be available as a carry- 
back in the next year). The procedure for 
obtaining the extension is the same as that 





based on an anticipated operating loss carry- 


back. 


1946 Is the Last Year for 
High Tax Offsets 


With respect to the unused excess profits 
credit carry-back it is interesting to note by 
the enactment of the Revenue Act of 1945, 
known as the 1946 Tax Reduction Act, that 
Congress has repealed entirely the excess 
profits tax as of January 1, 1946. It is, how- 
ever, permitting an unused excess profits 
credit carry-back from the year 1946. Thus, 
if profits in 1946 exceed the excess profits 
credit, they are not subject to excess profits 
tax. But if 1946 profits fall below the excess 
profits credit, the excess of the credit over 
1946 profits is available to be carried back 
to the two preceding years for excess profits 
tax purposes as an unused profits credit. 
This is not the case, however, with respect 
to the unused excess profits credit for years 
after 1946. Consequently, businesses should 
try to get as much of their reconversion 
costs into 1945 and 1946 as is possible. 


Quick Refund Claims Due to 
Accelerated Amortization of 
Emergency Facilities 


The last important provision in the 1945 
Tax Adjustment Act to improve the cash 
position of taxpayers is that which acceler- 
ates refunds on account of increased amor- 
tization deduction with respect to “emergency 
facilities.” During the war many businesses 
acquired facilities to enable them to perform 
war contracts. These were called “emer- 
gency facilities” and taxpayers were given 
options to depreciate their cost over a sixty 
month period, the estimated length of the 
war, even though the facilities might last 
longer. With the end of the war in less 
than sixty months, taxpayers were given an 
election to depreciate the cost of “emer- 
gency facilities’ over the holding period 
terminating with the end of the war, instead 
of over sixty months. In such case, the tax 
for the taxable years affected, being all the 
taxable years for which amortization (depre- 
ciation) was deducted on the facility in ques- 
tion, may be recomputed on the basis of 
the spreading of cost of the facilities over 
such shorter period. Since the depreciation 
deductions for those years will be increased, 
taxpayers will be entitled to tax refunds. 


Before the 1945 Tax Adjustment Act there 
was no other provision for recovery of tax 
on account of an amortization readjustment 
than the filing of a claim for refund. As 
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such, it could be a long time under the 
present administrative process before the 
taxpayer actually received the cash which 
he claimed as a refund on the basis of accel- 
erated depreciation of “emergency facilities.” 
But under the new law the cash position of 
business in reconversion is improved by 
provision for filing of an application for 
“tentative adjustment” of the taxes in ques- 
tion on the basis of accelerated depreciation 
of “emergency facilities” and for the dispo- 
sition of such applications by the Commis- 
sioner within ninety days after they are filed. 


Conclusion 


We see, then, that the present tax law 
goes a long way in improving the liquid 
position of a business. For this reason, each 
business should be scrutinized individually 





KENTUCKY SCHOOL FOR ASSESSORS 


On June 10-14 inclusive, the Univer- 
sity of Kentucky Bureau of Business 
Research and the Kentucky Depart- 
ment of Revenue, aided by the National 
Association of Assessing Officers, jointly 
sponsored a statewide institute or school 
for local assessing officers. The sessions 
were conducted under classroom condi- 
tions on the campus of the University of 
Kentucky. 


The general plan of the conference 
called for discussions of technical legal 
requirements during the first day and a 
half. This included not only instruction 
in the use of state-prescribed forms, the 
preparation of reports, and the observa- 
tion of other formal requirements but also 
took account of new legislation and recent 
litigation. This part of the work was suc- 
ceeded for the rest of the period by 
sustained consideration of actual valuation 
issues. On Wednesday evening, June 12, 
there was a banquet which the Governor 
was to have addressed; but to which, ow- 
ing to the Chief Executive’s indisposition, 
Mr. J. Stephen Watkins, State Highway 
Commissioner, spoke on the place of the 
assessor in the general scheme of good 
government. 


The teaching staff of the school was 
drawn from a number of sources. That 
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to determine the extent to which it may 
properly take advantage of the tax laws. Let 
it not be assumed that this article suggests 
or encourages spending merely because 
there are tax offsets. Do not spend to a 
point where spending can not be curtailed 
when competition again becomes severe, but 
rather spend sufficiently in 1946 to benefit 
later years. In many cases the unfortunate 
cash position of a business may well be the 
result of a failure to appreciate adequately 
the various rules and relief provisions which 
now exist in the federal income tax law. 
Let this article at least invite closer exami- 
nation of operations on the part of businesses 
to see how best they can improve their cash 
position in reconversion under the present 
tax law, and it will more than have served 
its purpose. [The End] 





for the technical procedural instruction 
was drawn largely from representatives 
of the Kentucky Department of Revenue 
and the Attorney General’s office per- 
sonnel. Also included on this part of the 
program were the President of the Uni- 
versity of Kentucky, H. L. Donovan, and 
the director of that institution’s Bureau 
of Business Research who had served as 
general program director of the school. 
The staff for the last four days was 
headed by John H. Keith, Chief of the 
Division of Assessment Standards, Cali- 
fornia Board of Equalization. His series 
of lectures and discussions provided a 
unified development of major assessor 
problems. Participating in this part of 
the instructional program also were Dr. 
David H. McKinney and Mr. Azro Had- 
ley of the Department of Revenue staff ; 
Messrs. E. K. Turner, Herman A. Ellis, 
and Glenn D. Morrow of the Bureau of 
Business Research staff; Mr. E. Bt Farris, 
Chief Engineer, University of Kentucky 
Department of Maintenance and Opera- 
tion; Messrs. J. B. Kelly and J. H. Bon- 
durant of the University of Kentucky 
Agricultural Experiment Station; Mr. 
Albert Noonan, Director, National Asso- 
ciation of Assessing Officers; and Mr. 

L. J. Hoing, Chief Appraiser, Louisville 
Federal Land Bank. 
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Wrong Taxpayer, who pays a tax owed 
by someone else in order to stop interest 
and avoid penalties if eventually held liable, 
may bring an action for recovery of the tax 
as “wrongfully” collected. This was de- 
cided by the Circuit Court of Appeals for 
the Ninth Circuit in Parsons v. Anglim, 143 
F, (2d) 534 [44-2 ustc { 9377], on the fol- 
lowing facts: A wife acquired her husband’s 
property as a joint tenant with right of 
survivorship after the husband’s income tax- 
ability had arisen. In view of the possi- 
bility of being held liable as transferee, she 
paid her husband’s tax under protest and 
filed a claim for refund. The District Court 
found that the wife was not liable as trans- 
feree but had paid the tax voluntarily and 
without demand, threat or coercion, and 
therefore could not claim a refund. The 
Appellate Court held that not the absence of 
coercion is determinative, but the intent to 
donate. Since such intent cannot be as- 
sumed in view of the protest accompanying 
payment, the wife had all the remedies of a 
taxpayer from whom a tax was wrongfully 
collected. The Circuit Court’s opinion could 
probably be upheld also on the ground that 
there was no voluntary payment. 

In IVourdack v. Becker, 55 F. (2d) 840 
[1932 CCH § 9071], the court, after stating 
the general rule that taxes voluntarily paid 
cannot be recovered, makes an exception to 
this rule where the taxpayer’s remedy would 
not be sufficient to protect him from serious 
or irreparable injury. 

And in Garr, Scott & Company v. Shannon, 
223 U. S. 468, the Supreme Court of the 
United States recognized that an act which 
declares a penalty of 25 per cent and the 
cancellation of a license operates much more 
as duress than a levy on a limited part of 
property. Payment to avoid such conse- 
quences is not voluntary but compulsory. 

* * & 

Compromise of Threatened Will Contest 
in its tax consequences was dealt with by 
the United States Circuit Court of Appeals 
for the Seventh Circuit in Quigley v. Com- 
missioner, June 8, 1944, 143 F. (2d) 27 [44-2 
ustc § 9352]. Two brothers agreed to pay 
their sister, who received less by will than 
her intestate share, annual payments from 
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Tax Items of Special Interest 


By BERT V. TORNBORGH 


income of the trust in favor of the brothers 
in order to avoid a will contest. This com- 
promise did not result in taxable income in 
the year it was made, but was considered 
as inheritance. (So also Estate of Frederick 
F, Dumont v. Commissioner, 150 F. (2d) 691 
[45-2 ustc { 10,216]. 

But the annual payments were considered 
income. After twenty years’ payment, the 
brothers paid $20,000 to the sister for a re- 
lease from further annual payments. The 
court decided that this payment did not re- 
sult in ordinary income but in capital gain 
if it was in excess of the value of the original 
compromise, which was equivalent to in- 
herited property. 

* * * 

Contemplation of Death can be found in 
the actions of a court or of a committee for 
an incompetent. In the case of City Bank 
Farmers Trust Company v. McGowan (Cir- 
cuit Court of Appeals, Second Circuit, May 
10, 1944, 142 F. (2d) 599 [44-1 ustc J 10,117]; 
Supreme Court, January 29, 1945, 323 U. S. 
564 [45-1 ustc J 10,163]), the Committee of 
an incompetent, pursuant to orders of the 
New York Supreme Court, made payments 
to relatives of the incompetent during nine 
years preceding her death. The Commis- 
sioner included those payments in the gross 
estate as made in contemplation of death 
and was upheld by all the courts. A dis- 
senting opinion of Judge Swan of the Circuit 
Court pointed out that the incompetent 
could not contemplate death, and that the 
state court did not purport to make trans- 
fers in contemplation of death and had no 
legal power to do so. The Supreme Court 
of the United States agreed with the ma- 
jority opinion of the Circuit Court, stating 
that the state court was required to act and 
did act as the decedent would have acted 


if competent. 
x * x 


Executor’s Right of Election to have a 
decedent’s estate valued for estate tax pur- 
poses as of one year after death of the de- 
cedent, does not cause the inclusion in the 
eross estate of dividends received during 
the year in payment of arrearages on cumu- 
lative preferred stock owned by the estate. 
For back dividends are not in the nature of 
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a debt, because no debt arises until direc- 
tors, in their discretion, declare a dividend. 
(Peoples-Pittsburgh Trust Company v, U. S., 
DC Pa., March 30, 1944, 54 Fed. Supp. 742 
[44-1 ustc J 10,108].) This is in accordance 
with the Supreme Court’s decision in Maass 
v. Higgins, 312 U. S. 443 [44-1 ustc 
{ 10,032], where a Treasury regulation re- 
quiring the inclusion of rents as part of the 
estate was considered an unwarranted ex- 
tension of the plain meaning of the law. 


* * * 


Estate of an Alien Nonresident, a citizen 
of the Irish Free State, is not entitled to a 
specific exemption of $100,000 in computing 
basic tax, and of $60,000 in computing addi- 
tional estate tax. This is so in spite of the 
provisions of the Hav-Pauncefort Treaty 
of 1889, which grants the citizens of the 
other contracting parties equal treatment 
with our own citizens in the same position. 
In fact, nonresident citizens are entitled to 
the exemptions today. Up to 1934, the es- 
tates of a nonresident citizen and a nonresi- 
dent alien had been treated equally. But in 
1934, nonresident citizens were put into the 
same class with resident citizens. Conse- 
quently, the amount of the nonresident 
citizen’s taxable estate was increased by in- 
cluding therein the value of his personal 
property located abroad. By reason of this 
inclusion he became entitled to the specific 
exemptions. A nonresident alien’s property 
located abroad is, of course, not taxable. 
Therefore, it is no discrimination against 
him that he does not enjoy the specific ex- 
emptions. (George E. Watson v. Hoey, DC 
N. Y., July 6, 1943, 59 Fed. Supp. 197 
[43-2 ustc J 10,055].) 

x Ok Ox 


Japanese Tax Law Draft has some inter- 
esting experimental features: 

(1) A capital levy on individuals owning 
more than 30,000 yen (approximately $2,000) 
rates from ten to 85 per cent. There are 
three classes of taxpayers with the proviso 
that the levy in the next lower class takes 
place only if the levy in the higher class 
does not reach the goal set for the total tax. 

(2) A tax on the increase of property 
value between 1940 and 1946. 

(3) A price-index multiplier applied to 
the property tax to avoid loss by inflation 
as to delayed tax installments. 


* Ok 

Remainder of Trust Payable to Charity 
was considered by the Tax Court as determin- 
able and deductible from the gross estate 
where the trustee of a life trust in favor of the 
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widow was given the discretionary power to 
apply so much of the corpus of the trust as 
might be necessary to provide properly for her 
support and maintenance, if the trust income 
was insufficient (Estate of Lucius H. Elmer, 
April 30, 1946, 6 TC —, No. 121 [CCH Dec. 
15,131].) The court followed Estate of Ed- 
win E. Jack, 6 TC 241 [CCH Dec. 14,989]. 

The test seems to be, as the Tax Court 
points out (in Estate of Horace G. Wetherill 
v. Commissioner, January 31, 1945, 4 TC 678 
[CCH Dec. 14,349]) between the following 
situations: 


(a) On the one hand the invasion of cor- 
rus is confined to the continuation of the 
beneficiary’s life on the same plane and ac- 
cording to the same standard of living as 
those normally existing before the gift, and 
the value of a charitable remainder is as- 
certainable; or, (b) on the other hand, the 
invasion is directed when the beneficiary 
“desires” it, the trustee is authorized to a 
liberal or general use of the power of inva- 
sion for the “happiness, pleasure or com- 
fort” of the beneficiary, and the amounts 
ultimately distributed to charity are impos- 
sible of calculation with reasonable accuracy. 

x * x 


Remotest Possibility of Reversion of a 
trust corpus was held sufficient by the 
United States Circuit Court of Appeals for 
the Second Circuit (Comm. v. Bayne’s Estate, 
May 10, 1946 [46-1 ustc J 10,272]) to include 
it in gross estate as a transfer to take effect 


at death. In this case the grantor was sur- 
vived by two children, two brothers, six 
nephews and _ nieces, and two_ grand- 
nephews. But if none of those relatives had 


survived him, there would have been a re- 
version to the grantor by operation of law, 
not by the express terms of the trust. The 
Circuit Court refused to distinguish between 
express and implied reversions. In order 
to avoid inclusion in the estate, where surely 
no reversion is intended, it is advisable to 
provide in the trust instrument that in de- 
fault of all the appointed relatives the re- 
mainder should pass to the decedent’s next 
of kin. Under that provision the Circuit 
Court of Appeals for the Second Circuit de- 
cided that the trust corpus was not includ- 
ible. (Commissioner v. Hall’s Estate, January 
17, 1946 [46-1 ustc § 10,253].) 
a a, 

Surrender of a Life Insurance Policy 
presents only one of the economic benefits 
oi the insured. The rights to retain the pol- 
icy for investment and to receive the face 
amount upon the insured’s death are impor- 


(Continued on page 693) 
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in the Field of Taxation 


Tax Institute 


Proceedings of New York Unversity Fourth 
Annual Institute on Federal Taxation. Banks 
& Company, Bender & Company. 1074 pages. 
$20.00. 


The importance to the tax world of New 
York University’s annual Institute on Fed- 
eral Taxation is demonstrated concretely by 
the demand for reservations for the next 
and as yet unannounced annual Institute. 
Already the University has received checks 
as deposits for admission to the Fifth Annual 
Institute. 


A total of 422 tax practitioners, the larg- 
est number ever enrolled in the Institute, 
registered for the 1945 session. The eighty 
lecturers and chairmen included such notable 
taxmen as J. K. Lesser, chairman of the 
Institute; Martin Atlas, senior attorney in 
the Treasury Department’s Office of Tax 
Legislative Counsel; Samuel J. Foosaner, 
chairman of the New Jersey Bar Associa- 
tion’s Committee on Federal and State Tax- 
ation; Edward N. Polisher, of the Dickinson 
Law School; Robert N. Miller, a member 
of the American Bar Association’s Commit- 
tee on Taxation; Weston Vernon, Jr., 
member of the taxation committees of the 
New York State and County Bar Associa- 
tions; and Mitchell B. Carroll, a member 
of the taxation committees of the American 
Bar Association and the International Bar 
Association. 


To determine the subject matter of the 
program in conformance to a survey of 
opinions from former Institute members and 
other interested persons was the task of the 
Planning Committee. The final organization 
of the session gave two days to estate plan- 
ning and gift and estate tax problems; three 
to practice, procedure, and related topics; 
four to income tax; and four to excess prof- 
its tax matters. The seventy-three papers in 
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the volume are arranged according to this 
sequence. 


Although the printed symposium cannot 
but lack some of the liveliness of the actual 
meetings, this disadvantage is compensated 
by the addition of such notes, references 
and citations as will enable the reader to 
explore further any topic which interests 
him. 


State Taxes in Virginia 
Opportunities for the Improvement of the 
Virginia State Tax Structure. Virginia State 


Chamber of Commerce, Richmond. 18} 
pages. 


This Report of the Committee on Taxa- 
tion and Government of the Virginia State 
Chamber of Commerce was published for 
the consideration of the members of the 
Chamber and other citizens of Virginia. 
The reform proposed is founded on the 
thesis that the state’s revenue system should 
be adapted to its revenue-producing sources. 
The Report, therefore, concerns itself with 
an analysis of the major taxes now in effect 
in Virginia and a comparison of their oper- 
ations. Local taxation is discussed insofar 
as it is related to state taxation. 


The criteria used by the Committee in its 
appraisal of the state tax system are (1) 
adequacy and stability of yield; (2) equitable 
distribution of tax burdens; (3) simplicity, 
certainty and economy of administration 
and compliance; and (4) stimulation of the 
effective operation of the economy. 


The Committee emphasizes the necessity, 
in studying the Report, of recognizing the 
general premises on which the argument de- 
pends: a substantial reduction in postwar 
federal taxes, a reasonable amount of busi- 
ness activity, and development of the sug- 
gested program over a period of several 
years. 
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Social Security in Michigan 

Social Security and Related Services in 
Michigan, Their Administration and Financing. 
Claude R. Tharp. Bureau of Government, 
University of Michigan. 180 pages. 

[he object of this study, one of a series 
on Michigan governmental problems, is to 
elucidate the complex social security sys- 
tem, as it is administered and financed in 
Michigan, in terms understandable to the 
layman. The method used to execute this 
purpose is an investigation of the various 
services which comprise the system, together 
with a sketch of their historical develop- 
ment and integration under the Act of 1935. 

(his analysis divides the province of so- 
cial security and its related services into 
four territories: (1) public assistance, (2) 
services for children and handicapped per- 
sons, (3) health and medical services and 
4) social insurances (including workmen’s 
compensation, unemployment compensation 


provided by state and federal laws, old age 
and survivors’ insurance under the Social 
Security Act, and the Railroad Retirement 
Act). The concluding chapter briefly reca- 


pitulates each program, and tentatively eval- 
uates its contribution. 


Canadian Income War Tax Act 


Dominion of Canada Income War Tax Act. 
Eleventh Edition. Commerce Clearing House, 
Inc., Chicago. 239 pages. $2.00. 


The full text of the Canadian Income War 
Tax Act appears here, with all amendments 
by the first session of the Twentieth Parlia- 
ment up to December 18, 1945. Also repro- 
duced is the Excess Profits Tax Act of 1940, 
as amended to date. 


Valuable legislative notes, tables for com- 
puting tax deductions from salaries and 
wages, and a complete index contribute to 
the effectiveness of the book. 


BOSTON, MASSACHUSETTS 


Boston, while lowering its general property tax rate in 1944, continued to 


reduce its gross and net debt. 


From 1930 to 1944, a steadily rising tax rate had 


been necessary, not only to compensate for a decline in assessed valuations but 
also to provide for increased city expenditure. Net debt at the close of the fiscal 
year was at its lowest point since the beginning of the depression. Both general 
revenue and general expenditure in 1944 were slightly less than in the previous 
year. Long-term debt issues were small in comparison with retirements and a 
net reduction occurred in short-term debt. 


General revenue of Boston totaled $77.1 million in 1944, a 2.8 per cent decrease 
from the $79.3 million received in 1943, which was accounted for by smaller prop- 
erty tax collections. The general property tax levied for collection in 1944 was 
$3 million less than the 1943 levy, resulting in a reduction of more than two dollars 
per thousand in the tax rate. The city collected over eighty-eight per cent of the 
current levy, the highest percentage in two decades. Revenue from other tax 


sources, of which the alcoholic-beverage license tax was the most important, 
remained stationary. 


State aid, which constituted one-quarter of total city revenue, was virtually 
unchanged from the 1943 level although internal shifts occurred. In 1943 the state 
had retained the regular grant from the motor vehicle fuels tax for highways and 


lowered the state requirement to be raised by cities and towns. In 1944, the allo- 
cation of the tax, amounting to $1.3 million for Boston, was resumed.—Bureau of 
the Census, City Finances: 1944, February, 1946. 


Current Books of Interest 





The Supreme Court 


Terminate October 1945 term: The Su- 
preme Court adjourned on June 10 and 
ended the current session leaving over 150 
cases still undecided. Ten tax cases were 
among the issues left unsettled. In order 
of their docket numbers the undecided tax 
cases are: 

Docket number 4—Gath P. Freeman, 
Trustee, v. Gilbert K. Hewit, filed March 13, 
1944, tests the application of the Indiana 
Gross Income Tax Act to proceeds from 
sales of corporate stocks and bonds by resi- 
dent owner to nonresidents through brokers. 


Docket numbers 518-519—Joseph D. Mc- 
Goldrick, Comptroller, et al. v. Carter & 
IVeekes Stevedoring Company; same v. John 
T. Clark & Son, filed October 17, 1945, tests 
the applicability of the New York City gen- 
eral business tax to stevedoring activities 
within city limits. 


Docket number 864—Richfield Oil Corpo- 
ration, Appellant, v. State Board of Equaliza- 
tion, filed February 18, 1946, tests the 
applicability of state retail sales tax to oil 
sold by a California dealer to a foreign 
government and delivered to the purchaser’s 
ship in California. 

Docket number 892—IValter J. Rothensies, 
Collector of Internal Revenue v. Electric 
Storage Battery Company, filed February 26, 
1946, pertains to federal income tax and is 
a suit for refund of income taxes paid on 
moneys received as refund on erroneously 
paid excise taxes. 


Docket number 911—Arch E. Everson, 
Appellant, v. Board of Education of the Town- 
ship of Ewing, et al., filed March 4, 1946. 
pertains to state taxation and tests the con- 
stitutionality of the New Jersey statute 


permitting use of school funds raised by 
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taxation to pay for transportation of pupils 
to parochial schools. 


Docket number 994—Beulah B. Crane, 
Petitioner, v. Commissioner of Internal Rev- 
enue, filed March 25, 1946, pertains to federal 
income tax and concerns a sale of equity in 
mortgaged premises which taxpayer had 
inherited. 


Docket number 1012—Estate of Bayard 
Dominick v. Commissioner of Internal Reve- 
nue, filed March 28, 1946, pertains to federal 
estate tax and concerns an inclusion in gross 
estate of value of outstanding interest of 
beneficiary of inter vivos trust created by 
the decedent. 


Docket number 1019—International Har- 
vester Company v. Tax Commissioner of Ohio, 
filed March 29, 1946, pertains to the Ohio 
franchise tax on foreign corporations and 
concerns an inclusion of proceeds from sales 
made on orders accepted outside of Ohio 
and filled by shipments on orders from 
branches outside of Ohio. 


Docket number 1293—H. Gates Lloyd vw. 
Commissioner of Internal Revenue, filed June 
3, 1946, pertains to federal income tax and 
concerns the discount of interest coupons 
on municipal bonds prior to maturity. 


Two of the more important formal opin- 
ions on taxation handed down by the Court 
during the past term were the decisions in: 


Fernandez v. Wiener; United States v. 
Rompel, (companion cases). In these cases 
the Court decided that the full value of all 
community property, except that derived 
originally by a surviving spouse from sepa- 
rate property or personal compensation, is 
includible in a decedent spouse’s estate for 
federal tax purposes. 


Defense Plant Corporation (RFC substi- 
tuted) v. County of Beaver, Pennsylvania. In 
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this case the Court decided that the local 
definition of “real property” are applicable 
in taxation of real property of federal agen- 
cies, so long as they do not discriminate 
against the United States. 


The Treasury Department 


Our Cover: John W. Snyder of Missouri 
is the new Secretary of the Treasury. He 
replaces Fred M. Vinson, who has been 
nominated to fill the Supreme Court Chief 
Justice vacancy, created by the death of 
Chief Justice Harlan Stone. 

One of Fred M. Vinson’s last activities 
as Secretary of the Treasury was his par- 
ticipation in the recently approved economic 
and financial agreement between the United 
government and the _ provisional 
government. He is seen (below) 


States 


French 


watching Secretary of State James F. 
Byrnes sign the pact. On Mr. Byrnes’ left 
is the French Ambassador to the United 


States, Henri Bonnet, and Leon Blum, head 
of the French loan mission. 

‘This 1s the third time in a little more than 

year that Snyder has succeeded Vinson 

a high government position. The new 
Treasury Department head was first called 
to fill a Vinson-vacated spot by President 
Truman in April, 1945. That appointment 
made him Federal Loan Administrator. 
Three months later he took over the office 
of War Mobilization and Reconversion 
when Vinson went to the Treasury De- 
partment. 

Mr. Snyder has been a friend of President 
Truman since World War I when they met 
overseas and he has been in federal service 
almost continuously since 1930. In that 


year he entered the office of the Controller 
of the Currency and served for seven years 
in the liquidation of Missouri banks which 
had failed following the ’29 crash. Seven 
years later Mr. Snyder became manager of 
the St. Louis branch office of the Federal 
Loan Agency. In 1940 he served as a spe- 
cial assistant in the Reconstruction Finance 
Corporation and a year later was made vice- 
president of the Defense Plants Corporation. 
In 1943 he took over as vice-president of 
the First National Bank in St. Louis. 


In recent months Mr. Snyder participated 
in the efforts to settle the rail and coal dis- 
putes. He was born in Jonesboro, Arkansas, 
and celebrated his fiftieth birthday on June 
21 of this year. 


Corporation income and excess profits tax 
returns: The Treasury Department recently 
released preliminary statistics from corpo- 
ration income and taxable excess profits tax 
returns for 1943. These figures compared 
with those of 1940 and 1934 show the trend 
of American business for a ten year span 
and illustrate clearly the increase in corpo- 
ration income and taxes. In the decade, 
income after taxes and dividends for all 
active corporations climbed from a deficit 
of $5,361 million in 1934 to a profit of $6,173 
million in 1943 while total tax liability rose 
from $596 million in 1934 to $15,898 million 
in 1943. 

For the tax year of 1943 a total of 420 
thousand active corporations filed returns 
as of December 31, 1944; for 1940, 473 thou- 
sand filed and for 1934, 470 thousand. Of 
the 1943 number 284 thousand reported net 
income of 28,689 million; for 1940, 221 thou- 
sand reported net income of $11,203 million 


Watching Byrnes sign the agreement 
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To hunt tax evaders 


and for 1934, 145 thousand showed net in- 
come of $4,275 million. No 1943 net income 
was indicated by 137 thousand active corpo- 
rations but they listed a deficit of $899 mil- 
lion as compared with 252 thousand active 
corporations reporting a $2,284 million 
deficit for 1940; 325 thousand, a deficit of 
$4,181 million for 1934. The income tax lia- 
bility of the active corporations filing 1943 
returns was $4,476 million; for 1940 filers 
it was $2,144 million and for 1934, $588 
million. 


To hunt tax evaders: Secret Service Chief 
Frank J. Wilson (above) has been named 
to direct a small army of newly-hired en- 
forcement agents in running down income 
tax evaders. A veteran of twenty-six years’ 
government service. Mr. Wilson has been 
temporarily assigned to assist Elmer I. Trey, 
chief coordinator of the Treasury Enforce- 
ment Agency. 


Sweepstakes winnings: We were stand- 
ing in Joe’s Cigar Store waiting for the 
results of the fifth at Arlington when in 
walks one of the Shoptalker’s pals, the Old 
Timer, who used to lay a couple of bucks 
every now and then on some of the hot tips 
we handle. 

The Old Timer says to us, “T’ll lay you 
five to one I can name a guy who just took 
in sixty-nine grand on a Sweepstakes ticket 
without putting up a nickel. And further- 
more,” he says, “this certain guy didn’t know 
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who held the winning ticket until after the 
race was run. And what’s more, any time 
a citizen of the U. S. A. is so lucky as to 
collect in the Sweepstakes, this same guy 
will always take a cut. Strictly on the up- 
and-up.” 


Any time a guy tosses odds of five to one 
around like they was burnt matches we'll 
take him, even if the bet was Truman would 
balance the budget. In fact, it was these 
odds which cause us to lose our natural good 
sense and be played for a sucker, which we 
don’t know, of course, until later. So we 
takes the bet and leave Joe hold stakes. 


“O. K.,” says the Old Timer. “Take the 
case of the Naults right here in Washington. 
They have an aunt, uncle, cousin or some- 
thing in Ireland who sends them a ticket on 
the Sweepstakes, and what should happen 
but it turns out to be the winning ducat— 
125 grand. Only the Naults don’t get 125 
g’s on account of the other guy who says 
gimme and takes 69 g’s, which leaves them 
a measly 56 g’s.” 


“Who is this guy and what is his racket?” 


“He’s right here in Washington,” says the 
Old Timer. “His initials are J. D. N. and 
his address is Room 3006 of the building on 
Constitution and Tenth, N. W.” 


“We'll go check on this,” we tells the Old 
Timer. 
“Sure, go ahead,” he says, “but telephone 


Joe here so I can pick up the winnings to- 
morrow or the next day.” 


“We hustle down to this big building and 
find Room 3006, thinking that it’s a hot tip 
the Old Timer has let slip and maybe we 
can get the dope on this guy’s racket and 
maybe that info’ would be worth plenty. 
But when we see the sign on the door we 
know we have been played for a sucker. 
The sign reads, ‘Commissioner of Internal 
Revenue.” 


We go in anyway, and ask a nice guy in 
the office if someone wins 125 g’s on a Sweep- 
stakes ticket if they has to kick through with 
more than half of it. This guy says a lot 
of things about Codes and BTA cases like 
Max Silver, which is not United States talk 
to us at all, but we gather that when the 
uncle or somebody gives you a ticket all you 
get is the price of the ticket and that you cash 
in the ticket for the prize money and the Com- 
missioner then gets the tax. 


We call Joe and tell him the Old Timer 
wins the bet and what we hear about the 
fifth at Arlington doesn’t sweeten our dis- 
posish any, either. 
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California Contrasts 


N NEW YORK CITY the sales tax is 

such that on many sales, almost a majority, 
the actual tax collected is at a higher rate 
than that provided by law. On a sale of 
seventy-five cents, the retailer must col- 
lect one cent, that is, at the rate of 1.33 per 
cent. New York law is quite specific about 
all excess amounts belonging to the city, 
and just recently a number of retailers were 
haled into court for not turning them over 
to the Collector. 


Some states, such as Louisiana, provide 
tokens for fractional cents. This is much 
fairer to the taxpayer. The states, inci- 
derive some additional revenue from 
tokens lost, or carried away by tourists for 
souvenirs. 


dently, 


California collects differently. Dr. J. H. 
Jackson, Dean of the Graduate School of 
Business of Leland Stanford University, 
has authored a magnificent volume on Ac- 
counting Principles, from which we quote 
(on page 305). 


“Many firms do not record the sales tax 
separately when received. Instead they 
credit SALES for the full amount received. 
Since each sale includes a 3% tax the figure 
$1,300 represents 103% of sales. Net sales 
equal $10,300 divided by 1.03, or $10,000, 
and tax equals $300. This procedure is ob- 
jectionable because it provides no adequate 
check as to whether or not the proper 
amount of sales tax is being collected.” 


Objection sustained—but nevertheless the 
method is a nice easy one, and may give the 
retailer some small recompense for the nuis- 
ance of being a tax-collector. Be it noted 
that the three per cent rate above quoted 
is two and one-half per cent state rate plus 
one-half per cent Los Angeles city rate. 


On May 1 at luncheon at the University 
Club of Los Angeles, the Shoptalker listened 
to a member give the usual complaint about 
taxes. “I don’t mind,” said Mr. T, “pay- 
ing big taxes; its the number of them, and 


Talking Shop 


the endless reports we must make that get 
me down.” 


To which we replied, “Amen, Brother!” 


Dime-a-dance girls in California are just as 
much entitled to unemployment insurance bene- 
fits as factory workers. This was the decision 
of a court in Sacramento against one N. S. 
Matcovich, who unsuccessfully claimed the 
taxi dancers were independent contractors. 


We have many times regretted our in- 
ability to take shorthand. Nowhere do we 
regret it more than at the luncheons of the 
Los Angeles C. P. A.’s, held every Monday 
at the Clark Hotel on Hill Street, opposite 
the subway terminal. Visiting C. P. A.’s 
and lawyers are always welcome. On May 
6, Melvin Wilson spoke on Section 115 
(g); and if only we had known stenography, 
we could have filled our Shop to overflow- 
ing on that one subject. He especially dis- 
cussed the Basley [46-1 ustc §9135] and 
Adams [46-1 ustc § 9238] decisions. He in- 
dicated that currently the Commissioner is 
endeavoring to tax all liquidating distribu- 
tions as dividends instead of capital gains. 
It is up to the taxpayer and his counsel to 
avoid any remote appearance of avoidance. 


When in California 


There is a lot of case law on the subject 
of when a debt becomes bad, when a loss 
must be taken and when capital assets are 
acquired. Local law usually governs. Let 
us look briefly at California’s laws affecting 
realty. 


Suppose Andrew forecloses a piece of 
realty. From what date does he hold title? 
In case he sells the property, it is essential 
that he know whether he has a long-term or 
short-term capital gain. According to page 
209 of the Real Estate Reference Book and 
Guide, published by the state, title passes “at 
the time of sale, subject, in case of a fore- 
closed mortgage, to redemption at any time 
within one year; but title relates back to 
the time of executing the instrument vesting 


683 





















in the purchaser the title of the mortgager 
at that date.” 


Thus, if Andrew foreclosed a mortgage 
in June, received title in July and resold 
in December, he has a short-term holding. 
The original mortgagor would still have the 
right to redeem from Andrew’s vendee un- 
til the following July. 


Nowadays California (and other states) 
are enjoying such a realty boom that fore- 
closures are rare. Nevertheless, let us look 


into the status of the mortgagor whose 
property is foreclosed. When does he take 
his loss? In our long experience we have 


never seen a piece of foreclosed property 
redeemed. We have seen hope springing 
eternal. Our regular advice is to take losses 
promptly. Let us consider a hypothetical 
case. 


Suppose Bernard buys a tract in 1940 
paying $6,000. He places a mortgage on it 
for $3,000 to obtain cash to start prospect- 
ing for minerals. (Yes, petroleum, like gold, 
is a mineral.) The enterprise is a failure. 
In June, 1945, Andrew starts action to fore- 
close, the interest being one and one-half 
years in arrears. As we have seen, Andrew 
has title. But Bernard is a stubborn cuss, 
he still thinks he’ll hit pay dirt. All he needs 
is time and money. He scurries around to 
find some cash. If he finds enough, and 
redeems, there is, of course, no loss. Any 
costs of redemption are added to his capital 
investment. 


3ut suppose he fails. One year after the 
foreclosure he has lost the property irre- 
vocably. As far as we can determine, he 
must take his loss in 1946. That is when 
it is finally and positively determined that 
he has a loss. Note, for example (Real 
Estate Reference Book, supra, page 210), 
“After foreclosure, the mortgagor may re- 
main in possession for the one-year redemp- 
tion period.” 


So in this case we could not advise Ber- 
nard to take his loss in 1945—not under Cali- 
fornia law as we understand it. We could, 
should and would advise him to consult a 
lawyer. 


However, let us speculate a bit more. 
Bernard made profits in his regular busi- 
ness in 1945, even if they were so tied up 
that he could not use them to save his 
hole-in-the-ground. Taking his loss in 1945 
would be advantageous taxwise. But he 
can’t take his loss and have it too. If he 
wishes to get the tax advantage, he can 
forestall the foreclosure and sell the tract 
to Andrew for some nominal sum. If a grant 
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or quit-claim deed is given, reciting a con- 
sideration of less than $100, it would not 
even require any revenue stamps. (I. R. C, 
Section 3482.) In that way his 1945 loss is 
definitely established. 


But if he wants to hang on to his right 
of redemption, he must take his loss in 1946, 
That right is jealously guarded by law. 
Note this (Real Estate Reference Book, supra, 
page 211): “Section 2953 of the Civil Code 
provides that a mortgagor may not by 
agreement in advance, or by stipulation at 
time of execution, waive his right to re- 
deem.” 


Nevada Contrasts 


Believe it or not, Reno is west of Los ff 


Angeles. The latter has, as noted, a muni- 
cipal sales tax on top of a state sales tax. 
There is no sales tax in Nevada. 
is there a state income tax, nor most of the 
other nuisance taxes. The state is absolutely 
free of bonded indebtedness; what’s more, 


it has a surplus of over one and three-quar- 7 


ter million dollars. According to Governor 


V. M. Pittman, “Legalized gambling in Nevada J 


produces barely ten per cent of the state’s in- 
come even when combined with liquor taxes. 
There’s no state revenue at all from divorce 
and marriage fees. Our formula is to ob- 
tain needed revenue by a direct property 
tax, and keep our expenses well inside our 
income.” Great stuff! 


Nevada is best known for its mineral 
resources. We fear that many people will 
be surprised to learn that Mississippi has 
sO many mineral resources that, in its 
search for more revenue, it was deemed ex- 
pedient to levy a special tax on them. Ef- 
fective June 9, a documentary stamp must 


be affixed to every instrument concerning 7 
The stamps © 


a mineral leasehold or royalty. 
are to be purchased from the chancery clerk 
of the county in which the affected land is 
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located. What a curiously old-world sound ie 


that has—‘“chancery clerk.” 


We recall finding the Wisconsin income |) 


tax law as complicated as New York’s, 
which is plenty complicated. 


California’s is | 
beautifully simple in that it follows the fed- 7 





eral law so closely. 


learn completely different regulations to 
know what the state of the Golden Bear 
wants. The biggest difference we have 
noted is that California has stuck to the 
thirty, forty, sixty, eighty and 100 per cent 
brackets for capital gain and loss, which 


Uncle Sam dropped five or six years ago. | 
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Not, as has been re- | 
peatedly noted that the federal is simple; © 
but when you know it, you do not have to J 
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If we must have a capital gains tax, the 





Id not § California way is the better. But Nevada 
UR. C. 4 has the best of all state income taxes—none 
loss is | at all! 
rials 9} Tax Arithmetic 
; hs Our very brief excursion into this subject 
“supra last month has brought invitations to go 
| Code @ further. The chief worry to many (as it 
ot by was to us when we resumed practice) was 
Hion at the discrepancies between tax per optional 
to re. B table and tax figured out. Sometimes the 
discrepancies are pretty large. Only a few 
fail to realize that the standard ten per cent 
© deduction accounts for most of the differ- 
sence in favor of the table. Thus, if a 
of Los § bachelor has actually only $50 allowable 
muni- 3 deduction out of a salary of $2,000, his tax, 
es tax. ff per table, is $249. 
Neither § = Computed it would be....... .$2,000.00 
of the B [ess deduction 50.00 
olutely 7 ee aS 
; more, |) Net income $1,950.00 
e-quar- |} Exemption 500.00 
aa: a Subject to tax .. .$1,450.00 
alla tea ‘ @ 19% ..$ 275.00 
Beane | The difference, $26.50, quite clearly ap- 
pags eC proximates nineteen per cent of $150. Why, 
roperty Ss ask our students, doesn’t it come to the ex- 
ae oul G act amount? For one thing, a quick glance 
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ned ex- & 
mM. Ef- be : ° 
1p must | Withholding per tables ... 
cerning © WD 2S Cs echt wine Ginko tewkse es 
stamps 7 Allowable deductions ............ 
ry clerk § 

land is ve SPE Tee 
1 sound | Exemption 

; Sshsect fet ©. 5 i ol  a 
income [ 

York’s, re 
rnia’s is Sertax om: GEGOe ...... 6c. .0scnsss 
the fed- © $1,010 @ 19% ........ 
een re- @ | aR: <a OE RGR EF aR Be 
simple; @ 

have to Ss AAs, eeu ee 
ions to RRR ane 
on Bear 
re have rere 
- to the 
per cent PE 54 ose See ee 
, which 
ars ago. Ff 
[agazine || Talking Shop 





ie 


) at the table shows that all table taxes are 
é in even dollars. But that does not dispose 
' of the whole difference. So another longer 
© look shows that the brackets go up by $25. 
Did the Treasury figure the tax on the 











Average of $2,000 and $2,025. .$2,012.50 


Standard deduction, 10% .... 201.25 
PICU INCOME 2246.55 u eee ee $1,811.25 
Less exemption. ............. 500.00 
og er ae $1,311.25 
Be RHEREOE | 6 5.5 socse.< ogcnsin awe 249.14 
6 eS ae | | a er ae 249.00 
Now do you see? 

Now another bright thought. Suppose 


the man’s salary is paid in monthly install- 
ments. One-twelfth of $2,000 is $166.66 and 
two-thirds. We have spelled out that frac- 
tion for emphasis. Prior to the withholding 
tables, employers did one of two things: 
Either they showed their generosity to the 
employee by rounding up every month to 
$166.67, thereby giving the employee a 
bonus of four cents, or they had meticulous 
paymasters, who took pride in seeing that 
every third month the check was for $166.66. 


Now take a look at the tables again. If 
all checks for the year were for $166.66, the 
employee has been deprived of eight cents 
and saves four dollars in taxes. Verbum 
sapient sufficit—freely translated, “Don’t be 
a sap!” 

Another illuminating result of arithmetic 
follows. Suppose John and James Smith 
are doing the same work at the same an- 
nual wage, but one is paid $75 a week and 
the other $325 a month. See what happens 
to them taxwise. Assume allowable deduc- 
tions of ten per cent, and that they are 
bachelors. 


John James 
..$ 11.40pw $ 49.10pm 

b dbnetabati cas ov $3,900.00 $3,900.00 
ecieiNe were 390.00 390.00 
PERG . 3,510.00 3,510.00 

500.00 500.00 
Space Oe. . $3,010.00 $3,010.00 
ale haste te eo $ 90.30 $ 90.30 
an ree 340.00 340.00 
lah die tel as eae 191.90 191.90 
BE ree St41 31.11 
Bonet ter aia 591.09 591.09 
eh eee 592.80 589.20 
aie eee ate $ 1.89 
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(Continued from page 685) 


By optional tax table 
Withheld 


Refundable 
Wages 


Balance 


1796 CF WIG us 5 5 ioe ce Sac 
a 2 
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CC ke | eee 


As a result of similar calculations, we 
hear of one corporation which puts its ex- 
ecutives on a monthly instead of a semi- 
monthly pay basis. You have doubtless 
heard, as we have, stories of people who 
“refused to take a raise because they 
couldn’t afford it.” We have never seen 
an authenticated instance. But there is just 
this much basis of possible truth. Below 
$3,000, optional tax tables go up by $25 
brackets. Above $3,000, they go up by $50 
brackets. 

Let us assume John W. Banclere earns 
$3,900 a year. Tax by table (married, no 
children) is $491. The bank offers him a 
$5 a month raise. His annual salary is 
$3,960—tax $501. If the bank raises him to 
$3,949.99, his tax stays at $491, and his net 
income after taxes is the same (less one 
cent) as at $3,960. So the bank saves $10 
and Banclerc loses nothing. 


Premature Payment 


We find the case of Frank R. Bacon 
quite interesting. It seems (Wisconsin CT 
{ 14-615) that the taxpayer paid part of his 
tax on 1944 income during 1944. But he 
was on a cash basis and the tax was not 
due till 1945. The Wisconsin Board of Tax 
Appeals held, on April 3 of this year, that 
he could not take the deduction in 1944. 
This is contrary to a federal ruling dated 
February 13, 1946, on the same subject. 
(Wisconsin CT § 14-616.) 


Special Interests 


We have from time to time spoken of 
the intricasies of tax law in connection with 
special interests, procuring favorable treat- 
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eer ere 596.00 596.00 
jae aak eee 592.80 589.20 
PP yer $ 3.20 $ 6.80 
ineespweemed 75.00 325.00 
peels wens 11.00 46.00 
iandaendaeat 64.00 279.00 
wi a asl line 44.00 184.00 
See errs $ 20.00 $ 95.00 
cap area asad 7.48 31.28 
pueweaikaareas 3.80 18.05 
ape eter 11.28 49.33 
eins wane $ 586.56 $ 591.96 


ment for themselves. Mind you, we don't 
object to any taxpayer’s receiving all the 
relief he can legally obtain. We merely 
note a fact. Now we wonder what the mine 
owners are going to do. 


courage production, many types of mines 
were taken from the “discovery value” class 
and put into the “percentage” group for 
depletion, but only for the duration of the 
war. 


The President was quite prompt in de- 9 


As a war emer- § 
gency measure, ostensibly designed to en- 9 
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claring the end of the emergency as far | 


as the amortization of facility contracts. 
But only Congress has the power to de- 
clare the end of the war. Just take a 
glance at the list of minerals affected: ball 
and sagger clay, barite, beryl, 
fluorspar, lepidolite, mica, rock asphalt, 
spudumene, talc, vermiculite. 


How many of you have the least idea 
of what the last is? Don’t ask the Shop- 
talker. 


Miscellany 


From a New York paper comes this ref- 
erence to Internal Revenue Code Section 1700: 


“Once upon a time free tickets for a sport 
event used to mean free, gratis and for noth- 
ing. But those days are gone forever. The 
‘free tickets’ for the local ball parks now 
cost 70¢ each, while Mike Jacobs will soon 
be handing out ‘free tickets’ for the Louis- 
Conn fight at $25 apiece. This country may 
be the ‘home of the brave’ but it definitely 


x99 


isn’t the ‘land of the free’. 


Any resident of Philadelphia should be 
greatly concerned with the Gates case (46-1 
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ustc J 9201) decided by the Third Circuit. 
Refunding of that city’s bonds was financed 
in an unusual way, and the taxpayer got no 
comfort from the court. Municipal bond 
underwriters should learn a lesson there- 
from. 


We believe the Commissioner will appeal 
the Lucy Law case (46-1 ustc J 9224) from 
the same Circuit. In fact we think he 
should do so—not because’ we want him 
upheld, but because the subject matter 
means so much to every beneficiary of every 
life insurance policy that a Supreme Court 
decision is needed to make assurance of the 
tax status of insurance. 


“Good-Time Charlie” 


It is an American tradition that a free- 
spender, a good sport, is a great guy, one 
to be emulated if possible and always ad- 
mired. The waiter gives the customer a 
check face down, even in the cheapest 
restaurants; the customer who picks it up 
that way and pays it unseen is the one who 
gets the smiles of recognition and the best 
service on return trips. The purveyors of 
good cheer are not the only ones who profit 
by this “pay with a smile” ritual. Uncle 
Sam gets lots of taxes that way. A man 


would lose the respect of a customer, or 
prospect, if he added up the check, and 
then asked for a receipt for the payment. 
That is why thousands of business men, 
big and small, take little or no deduction 
for entertainment expenses; that is why 
revenue agents disallow so much enter- 
tainment expense that is claimed, on the 
basis of insufficient evidence. And the 
courts, properly enough, uphold them. 
Latest case in point is Stewart, a Tax Court 
memorandum opinion (CCH Dec. 15,094 (M)). 
The taxpayer had cancelled checks for 
nearly $9,000 of the $14,000 he claimed as a 
lawful deduction for entertainment; yet the 
court found the evidence “vague and in- 
definite” and threw it out. There were 
some other interesting facets to this case 
on other issues, in which we heartily concur 
with the court. But on the entertainment 
item, we condole with Stewart. 


Collectors’ Commissions 


It was news to us that, at the inception 
of our present system of internal revenue, 
during the Civil War, Collectors were paid 
a high percentage of their collections in lieu 
of salaries. Imagine, if you can, what even 
one per cent would mean nowadays in New 
York or Los Angeles! [The End} 


PITTSBURGH, PENNSYLVANIA 


Pittsburgh’s 1944 finances showed very little change from 1943. 


General 


revenue, as a result of increased returns from the general property tax, went up 
slightly. General expenditure was virtually unchanged in total, the marked 
decrease in provision for debt retirement being offset by expansion in other 
expenditure categories. Both gross and net debt continued to be reduced. 


General revenue of Pittsburgh totaled $21 million in 1944, a three per cent 
increase over the $20.4 million received in 1943. The slight expansion stemmed 
mainly from an increase in the yield of the property tax, all of which was on real 
property. A higher tax levy, imposed on slightly lower valuations and resulting 


in a higher rate, produced a considerable rise in current collections. 


This was 


partially offset by a decline in collections from prior years’ levies. 


Because taxes other than on property, and aid from other governments played 
a relatively minor part in Pittsburgh’s general revenue, the general property tax 
accounted for almost five-sixths of total revenue as compared with a general 


average of two-thirds. 


State aid received by Pittsburgh included the city’s share 


of the alcoholic-beverage license tax, available for general purposes, and its share 
of the foreign fire insurance tax for the firemen’s retirement fund.—Bureau of the 
Census, City Finances: 1944, April, 1946. 
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Gross income: Husband and wife: Loan 
agreement: Fund furnished by husband: 
Who taxable.—Income on a loan transac- 
tion negotiated by taxpayer with his own 
























































funds but in his wife’s name, where debtor 
paid a bonus in addition to interest, was 
held to be the result of a transaction with 
a twofold motive—to avoid surtaxes which 
would have been payable if the income had 
been reported by him, and to accomplish 
a gift to the wife. Since taxpayer was, in 
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whose interest was purchased out of profits 
of the business, no services being con- 
tributed. CCA-5. Lewis Hall Singletary, § 
Petitioner, v. Commissioner of Internal Rev- § 





USTC 


Hani 
nal Kk 
s Petit 


enue, 


‘ 4 | enue, Respondent. 46-1 ustc { 9267. s Di 
reality and for tax purposes, the owner of : F > ment 
the note at the time it was paid, the gain Partnerships: _Tax of partners: Assign. | cider 
resulting therefrom was includible in his ™ents to families.—Where four partners § stock 
gross income. CCA-3. Donald M. Jacob- SPlit up their interests in a metal plating § plac 
sen, Petitioner, v. Commissioner of Internal usiness into fourteen shares in a new part- § Bae 
Revenue, Respondent. 46-1 ustc J 9291. nership by making gifts of partnership his : on 

terests to members of their respective ~~ 
Family partnerships: Wife’s contribution families, the new partnership was not valid @ S'°" 
received as a gift from husband.—Where a _ for federal income tax purposes, on the au- a the 
wife’s only contribution to a partnership, thority of Com. v. Tower, — U. S. —, 46-18 wert 
formed with her husband and son during  ustc $9190, and Lusthaus v. Com., — U. S.@ 23 
the taxable year, was a one-fourth interest —, 46-1 ustc J 9189. Evidence that the wife : Tax 
conveyed to her three years previously by _ of one of the four partners was continuously § plo 
the husband, who was engaged in a similar employed by the partnership and had fur- § hol 
bottling business, until then operated as a nished one-half of the $2,000 which he had § "“' 
sole proprietorship, the Tax Court’s findings originally contributed was not sufficient to @ be : 
to the effect that the wife was not a partner establish that she was a genuine partner, i tv 
in the business was held to be supported by her admission having been based not upon ble 
the evidence. Commissioner v. Tower, 46-1 her contribution of capital and services but § Rul 
ustc 9189, 66 Sup. Ct. 532, followed as on the same basis as existed in the cases § 489 
being similar on the facts excepting only of the other members of the families of the CC. 
the restricted use of the wife’s income in respective partners. CCA-6. Camiel Thorre:, % Pet 
that case, which was held not to constitute Joseph Michner, Walter Michner and Edward © — 
a significant distinguishing feature. Rule 4. Forner, Petitioners, v. Commissioner of @ I 
in Dobson v. Commissioner, 44-1 ustc $9108, Internal Revenue, Respondent. & Do 
320 U. S. 489, 64 Sup. Ct. 239, also applied. , ' “se 
One dissent. CCA-4, WM. Menldin, Pek- _ Compensation for services ventured evn Cal 
tioner, v. Commissioner of Internal Revenue, a long period: Attorney's fees: Application Yo 
Respondent. 46-1 ustc § 9272. of Dobson rule.—In determining whether § of 
95% of a contingent fee earned by taxpayer, § tur 
Husband and wife partnership: Partner- a lawyer, over a period of five years, was ing 
ship formed by members of family: Con- paid after the completion of the work in § wa 
tributions to partnership—Tax Court is 1940, so as to meet the requirements of § rep 
reversed on holding that partnership did not Code Sec. 107, a finding of the Tax Court § ert 
exi8t between taxpayer and his wife during that the receipt of certain sums in the years @ fac 
taxable years 1940 and 1941 during which 1932 through 1936 out of a trust fund held § iza 
time the wife, who had formerly contributed by taxpayer’s firm to cover all eventual — Ne 
capital and services, performed few services costs, under the circumstances constituted |) do: 
due to the birth of a child. Tax Court is part payment of such fee, was said to be a |) no 
sustained on holding that partnership did finding of fact supported by the evidence. 9 na 
not exist with father and mother of taxpayer The Tax Court’s further finding, however, § vo 
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that interest collected on the trust fund 
before completion of the work likewise con- 
stituted part payment of the fee, was held 
not to be supported by the evidence, since 
it was the Court’s view that the full com- 
@ pensation for the services was clearly fixed 
by the original employing agreement, and 











% Bihe retention of the interest was a pure 
gratuity from the client, and not part of 
the legal fee. By virtue of these conclu- 
sions the Court found that more than 95% 
of the fees were paid upon completion of 
the services, and accordingly taxpayer was 
entitled to the benefit of Sec. 107. Rule in 
Dobson v. Commissioner, 320 U. S. 489, 44-1 

% B ustc 79108, applied. CCA-9. Byron C. 

) Hanna, Petitioner, v. Commissioner of Inter- 
profits § yal Revenue, Respondent. Daisy May Hanna, 
5 CON- & Petitioner, v. Commissioner of Internal Rev- 
ape © enue, Respondent. 46-1 ustc J 9230. 

ll iXev- & 

' Deductions: Expenses: Corporation’s pay- 
\ssign- ment of attorneys’ fee for stockholders: In- 
wrtneilil cidental benefits.—W here a state court ousted 
plating ® stockholders of taxpayer from control, and 
+ sae S placed taxpayer in the hands of receivers to 
hin ia ® discharge claims of the preferred stockhold- 
pective m ers, but the common stockholders were re- 
t valid stored to control in a counter action, and 
the au- i the attorneys for the common stockholders 
_ 46.1) Were paid by two of them whom the tax- 
aT) s B payer then reimbursed, the findings of the 
be wiki Tax Court that the attorneys were em- 
nol ployed primarily for the benefit of the stock- 
“a tone holders, even though the corporation reaped 
he had fl incidental benefits thereby, were found to 
jient tof be supported by the evidence. Accordingly 
vartner, @ it Was held that the fees were not deducti- 
" upon a ble business expenses of the corporation. 
os baa Rule in Dobson v. Commissioner, 320 U. = 
. eal 489, 44-1 ustc {] 9108, applied. One dissent. 
of the CCA-10. Knight-Campbell Music Company, 
“horves, Petitioner, - Commissioner — Reve- 
Rdewesd 4 nue, Respondent. 46-1 ustc { 9279. 
mer of 2 Individual returns: Community property: 

| Domicile—Taxpayer, while domiciled in 
od over | California, accepted a position in New 
lication § York, and after eight years, on completion 
vhether § of the work for which he was hired, re- 
xpayer, § turned to California. In holding that dur- 
rs, was § ing the taxable years 1937 to 1939 taxpayer 
vork in § was domiciled in California and entitled to 
ents of § report his earnings on the community prop- 
< Court @ erty basis, the District Court ruled that the 
ie years | fact that taxpayer in a petition for natural- 
nd held | ization in 1932 specified his residence as 
ventual © New York City was not proof that his 
stituted |) domicile was New York and not California, 
to be a |) nor was the additional fact that after his 
vidence. |) naturalization in 1936 he registered as a 
owever, |} voter in New York and voted in a statewide 
agazine | Interpretations 











election a decisive factor. 
bert R. Gallagher, Plaintiff, v. United States 


DC Calif. Her- 


of America, Defendant. 46-1 ustc { 9285. 
Dues tax: Social club: Furniture organ- 
ization: Predominant purpose: Incidental 
social activities—Although the evidence 
showed that taxpayer, organized as a “fur- 
niture” club, provided the opportunity for 
its members to meet each other at meal- 
times and partake together of food and 
drink, it was not taxable on membership 
dues under Code Sec. 1710 as a social club, 
where it was found that each and all of its 
functions and activities, as far as they can 
be said to partake of the aspects of a social 
feature, are subordinate and merely inci- 
dental to the active furtherance of its pre- 
dominant purpose, namely, that of a trade 
organization. DC Ill. Furniture Club of 
America, Plaintiff, v. the United States of 
America, Defendant. 46-1 ustc { 9275. 


Dues tax: Luncheon club: Textile mer- 
chants: Social features.—A luncheon club 
organized in New York City primarily for 
cotton textile merchants, and serving as 
semiofficial headquarters for the selling end 
of that industry, is not taxable on member- 
ship dues under Code Sec. 1710 as a social 
club where the evidence showed that, since 
its organization in 1871, no games, or danc- 
ing or other forms of entertainment usual 
in clubs that have such activities as a prin- 
cipal purpose have ever been allowed and 
the predominant purpose was to furnish to 
its members convenient luncheon facilities 
on business days, as well as a place where 
they can hold business meetings, the social 
features being wholly incidental thereto. 
Refund allowed. Ct. Cl. Merchants Club v. 
United States. 46-1 ustc J 9288. 


TAX COURT 


Gross income: Excessive expense deduc- 
tions: Accrual basis: Inaccurate account- 
ing: Income for subsequent year.—By 
reason of inaccurate accounting, taxpayer, 
a common carrier of freight by motor car- 
rier, erroneously showed on its books at 
the end of 1939 and of 1940, as a credit to an 
insurance broker, the sum of $6,651.05 in 
excess of the correct amount owed. Tax- 
payer also accrued and was allowed deduc- 
tion in 1938 of $928.38 for insurance premiums 
in excess of correct liability. Taxpayer 
wrote off the two amounts in 1941. It kept 
its books and filed its returns upon an ac- 
crual basis. There was no dispute, litiga- 
tion, threat or talk of litigation, at any time 
about the two items. The Tax Court holds 
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that the Comnussioner erred in adding the 
two items to taxpayer’s gross income in 
1940. Greene Motor Co., CCH Dec. 14,623, 
3 TC 314, followed. Consolidated Motor 
Lines, Inc. v. Commissioner, CCH Dec. 
15,158. 


Deductions: Expenses: Non-trade or 
non-business expenses: Attorney’s fees in 
patent litigation.—Taxpayer was engaged in 
the business of manufacturing springs for 
automobile seat and back cushions. At one 
time he was general manager of the A cor- 
poration, which in 1938 brought suit against 
him and several others for an accounting as 
to two patents covering improved methods 
of making seat and back springs for auto- 
mobile cushions, and the royalty proceeds 
therefrom. The suit resulted in one of the 
patents being transferred to the A corpo- 
ration. Taxpayer deducted $5,456.58 in his 
1941 return as legal expenses incurred in 
defense of the suit. The Commissioner dis- 
allowed the deduction on grounds that the 
sum paid was in defense of a patent and is 
a capital expenditure. The Commissioner 
contends that (1) the expenditures were in- 
curred in defense of an action involving 
fundamentally an attack on taxpayer’s prop- 
erty rights in the patent and as such were 
incurred in defense of title, (2) in the alter- 
native, that, assuming that the main object 
of the litigation was income, the legal fees 
and expenses are nevertheless not deducti- 
ble because no income was produced by the 
expenditure nor was any collected, and (3) 
the fees and expenses paid were in the 
nature of personal expenses since taxpayer 
was named a party defendant for no other 
reason that that he was a co-conspirator. 
The Tax Court holds that a portion of the 
legal fees and expenses are deductible as an 
ordinary and necessary expense paid during 
the taxable year for the production or col- 
lection of income under Code Sec. 23(a)(2), 
and that because a portion of the legal fees 
and expenses were paid in defense of title, 
and therefore were not deductible, does not 
require the disallowance of the entire amount 
paid. Taxpayer’s allocation of the sum 
showing $342.13 attributable to the defense 
of title and $5,114.45 as attributable to the 
defense of income is proper, and the $5,114.45 
is allowable as a deduction under Code Sec. 
23(a)(2). William A. Falls v. Commissioner, 
CCH Dec. 15,202. 


Deductions: Bad debts: Guaranty liabil- 
ity of chief stockholder: Loss v. additional 
investment.—In 1935 taxpayer orally guar- 
anteed the mortgage note of a corporation 
the stock of which was owned by him and 
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members of his family. Thereafter he ad- 
vanced funds to the corporation for opera- 
tion expenses. 
through a voluntary bankruptcy reorganiza- 
tion which reduced its liability on the mort- 
gage note but, by agreement, did not relieve 
taxpayer from liability on his 
thereof. 
to pay and did pay the balance due on the 
mortgage note. The Commissioner con- 
tended that the payment by taxpayer was in 
effect an additional stock investment. The 
Tax Court, after finding that, in guaran- 
teeing the bank against loss on its mortgage 
note, the taxpayer was not primarily inter- 


ested in protecting his stock interest, holds § ale 
® eac 


that 
1941 


the amount so paid is deductible in 


as a business loss. It was not a bad 


In 1940 the corporation went J 


guaranty J 
In 1941 taxpayer was called upon § 










ance C 


of dec 
establi 
of wh 
yersy) 
and st 
mainte 
band 

tinued 
have | 
comm 
been 

to tax 
come, 
dent 


m the c 


debt for the reason that it could not have § 


i 


arisen as a debt until he paid it, and tax- 
payer was not subrogated to any 


rights § 


which the bank had against the corporation § 


prior to the reorganization. Menihan 
Commissioner, 35-1 ustc § 9520, 79 Fed. (2d) 
304, distinguished. 


Calif 
while 
of th 
arate 


, gethe 


Pie 


Harron dissented on the ground that when § 


taxpayer paid the corporation’s debt, 
made a contribution thereof to the corpora- 
tion, and he cannot sustain a loss for tax 


purposes until he makes final disposition of @ that 


his stock. Frank B. Ingersoll v. Commis- 
sioner, CCH Dee. 15,198. 


Family partnership: Husband, wife and 


he J 


four minor children: Machinery, equipment 


and repair business: Gifts as capital.—Tax- 


payer’s wife and four minor children (the | 


latter ranging from 10 to 18 years old) were 
not partners with him in conducting the 
business and earning the income therefrom, 
where their only contribution to the part- 
nership, which was engaged in the machin- 


ery, equipment and repair business, was by § 


means of alleged gifts from the husband, 
notwithstanding the fact that a formal con- 
vevyance and partnership agreement were 
executed by the parties. Comutissioner v. 
Tower, decided by the Supreme Court on 
February 25, 1946, 46-1 ustc { 9189, and 
other cases, cited. 


sioner, CCH Dec. 15,194. 


Estates and trusts: Community property: 
California law: Agreement to change sta- 
tus: Effect of property settlement.—Tax- 


payer’s decedent and his wife set up four | 


irrevocable trusts with community prop- 
erty, the income of which during the tax- 
able years was payable monthly to the wife 


who had previously agreed to change the | 


John Lang v. Commis- | 





status of their property from community to | 


separate property and to accept the convey- 
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of decedent to pay $700 per month, and the 
establishment of the four trusts (the income 
of which gave rise to the present contro- 
yersy), “as and for satisfactory, reasonable, 
and sufficient provision for her support and 
maintenance.” Both lived together as hus- 
band and wife during such time and con- 
tinued so thereafter. Since decedent would 
have been taxable only on one-half of this 
community property had the trusts never 
been established, the Commissioner sought 
to tax him only on one-half of the trust in- 
come, the case being the same as if dece- 
dent were the sole grantor or four trusts, 


ble inf each having a corpus one-half as large as 
le ng 


the corpus of the established trusts. Under 
California law, although a husband and wife 
while living together may change the status 


}of their property from community to sep- 
S arate property, they cannot while living to- 
i gether validly provide that payment of any 


certain sum shall discharge the husband’s 
obligation to support and maintain the wife. 
The Tax Court holds in this case that the 
husband is taxable on one-half of the in- 
come of the trusts despite the absence of 
proof that the income was actually used for 
the wife’s support and maintenance, and 
that Code Sec. 167 (c) is not applicable. 
Estate of J. M. Mannon, Jr., Deceased, John 
li’. Parker and Wells Fargo Bank & Union 
Trust Co., Executors v. Commissioner, CCH 


Dec. 15,173. 


(1) Partnerships: Husband and wife: 
Services contributed.—Taxpayer and his wife 
were carrying on a business together as a 
partnership in the State of Massachusetts 
during each of the taxable years. Under 
state law a married woman was not author- 
ized to enter into a partnership with her 
husband. The nature of the business was 
the sale of machine tools on commission by 
contact with customers and sale of tools and 
machine parts out of inventory stock kept 
in a room in the home of petitioner and his 
wife. Taxpayer traveled most of the time 
and sold machine tools on commission for 
the partnership and his wife took care of 
the orders that came in for tools and ma- 
chine parts out of stock and other orders 
over the telephone. She also attended to 
the correpondence, writing up orders, re- 
ceiving and depositing checks in their joint 
bank account, and performed numerous other 
clerical services. She devoted all of her 
time to the business. Not a great deal of 


a an capital was required in the business. Some 
ge * 


of it had been furnished by the wife out of 
her own separate means. Profits from the 
business were divided, 80 percent to peti- 


Interpretations 





tioner and 20 percent to the wife. The Com- 
missioner has determined there was no 
partnership between the two and that tax- 
payer is taxable to the entire profits from 
the business. The Tax Court holds that in 
determining whether a partnership exists 
for income tax purposes, state law is not 
controlling, and that, in view of the serv- 
ices contributed by the wife, the partnership 
arrangement was bona fide for Federal in- 
come tax purposes and taxpayer is not tax- 
able on the wife’s share of the profits. Comm. 
v. Tower, 46-1 ustc 79189, and Lusthaus v. 
Com., 46-1 ustc 79190 (Sup. Ct. cases de- 
cided February 25, 1946) distinguished. 


(2) Deductions: Expenses: Fees for legal 
counsel: Capital v. business expense.— Dur- 
ing the taxable year 1941, taxpayer paid out 
to a firm of lawyers for services rendered 
in connection with their partnership busi- 
ness, the sum of $1,450. Included in the 
services rendered were counsel and advice 
to the partnership as to whether a corpo- 
ration should be organized to carry on the 
business instead of a partnership, and also 
the preparation of income tax refunds for 
the partnership but not for the individual 
members of the firm. Francis A. Parker v. 
Commussioner, CCH Dec. 15,135. 


Family partnerships: Wife and sons: 
Wife’s interest acquired before and after 
husband’s death.—A father and son con- 
ducted a business in partnership commenc- 
ing in 1936. In 1939, three younger sons, 
all of whom had been employed in the 
business for many years, demanded an in- 
terest in the business. An oral agreement 
was concluded whereby the thrée younger 
sons were each given a 10 per cent interest 
in the business and, in addition, their mother 
was also given a 10 per cent interest. The 
three sons were held to be members of the 
partnership in 1940 and 1941, where they 
contributed substantial services to the busi- 
ness and the evidence showed a real inten- 
tion to carry on the business in partnership. 
It was also held that the mother was not a 
partner, where she performed no substantial 
services, did not participate in the manage- 
ment and contributed no capital of her own 
to the business. The Tax Court applied the 
tests laid down in Commissioner v. Tower, 
— U.S. —, 46-1 ustc § 9189. The facts also 
showed that the father died in 1941. After 
his death, without formal probate proceed- 
ings, the sons orally agreed to give to their 
mother the father’s interest in the partner- 
ship and the profits attributable thereto. It 
was held that this attempted transfer was 
not sufficient to vest such partnership inter- 
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est in the mother, and that, accordingly, the 
partnership profits applicable thereto are 
taxable to the estate of the deceased part- 
ner.—Esther Rosenberg, Transferee of Assets 
Received from Joseph D. Rosenberg, De- 
ceased, et al. v. Commissioner, CCH Dec. 
15,203. 


Recognition of gain or loss: Community 
property: Voluntary settlement in divorce 
as taxable event: Value as basis.—Tax- 
payer and his wife, domiciled in Texas, en- 
tered into an agreement, pending divorce 
proceedings, whereby taxpayer acquired the 
wife’s interest in community property hav- 
ing a value of approximately $45,000, and 
also separate property of the wife having a 
value of $27,000, for the stipulated sum of 
$60,000. Taxpayer contended that he did 
not acquire anything from his wife, but that 
there was simply a partition of the com- 
munity property by order of the divorce 
court in accordance with Texas law. It 
was held, however, that property settle- 
ments such as this are taxable events; that 
the agreement was voluntarily entered into; 
that prior thereto taxpayer and his wife 
each owned a vested, undivided one-half in- 
terest in the community property, and that 
as a result of the separation agreement tax- 
payer acquired from her property in which 
he had theretofore had no interest. The 
basis to taxpayer of the property so ac- 
quired was, therefore, $60,000 and not the 
original cost to the community. C.C. Rouse 
v. Commissioner, CCH Dec. 15,126. 


Items not deductible: Business develop- 
ment expenses: Capital in nature: When 
not subject to amortization—In 1937 new 
interests took over the ownership and man- 
agement of taxpayer which was at that time 
carrying on a small manufacturing busi- 
ness. In that year and two subsequent 
years taxpayer made heavy expenditures for 
the purpose of developing its business. In- 
cluded in such expenditures were salaries 
of officers and employees, traveling ex- 
penses, rent and advertising. Taxpayer al- 
located a part of these expenditures to 
current business expenses which it deducted 
as such, and a part to an account called 
“Business Development Account.” In 1941 
taxpayer began to amortize this account at 
an annual rate of 20% and deducted on 
account thereof from its gross income the 
sum of $5,282. The Tax Court holds that, 
granting said expenditures carried in this 
account were capital in nature, they re- 
sulted in acquisition of good-will, and are 
not, under the facts, subject to amortization 
or depreciation. The usefulness of what 
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taxpayer acquired by the expenditures jp 
question was not only not consumed during | 
the five-year period, but would continue to 
serve taxpayer as long as it continues to do 
business. Colonial Ice Cream Co., CCH Dee 
2495, 7 BTA 154, and F. E. Booth Co., CCH 
Dec. 6443, 21 BTA 148, distinguished. 


TAX COURT— 
MEMORANDUM OPINION 


Deductions: Expenses: Officers’ salaries; 
Reasonableness.—Taxpayer was organized 
in 1934 to act as a selling agent of coal 
produced by X coal company. In 1939 tax. 
payer acquired several coal leases and some 
equipment and began mining coal. Produc. 
tion mounted from 25,000 tons in 1939 to 
125,300 tons in 1940 and 193,600 tons in 
1941. In the taxable year 1941, taxpayer's 
officers consisted of the sole stockholder, 
as secretary-treasurer, his brother, as presi- 
dent, and his son, as vice-president. All} 
were well qualified for the jobs and per-# 
formed valuable services for taxpayer. The) 
total capital invested in taxpayer in 1941] 
was $21,651.48. Gross sales amounted tol 
$365,544.87, and net profit before deduction® 
for officers’ salaries was $31,300.13. Tax. 
payer claimed a deduction for officers’ sal-9 
aries of $64,110. Combined salaries paid to™ 
officers in similar businesses were $26,0009 
and less. The Commissioner allowed asf 
reasonable salaries to the officers $12,0009 
for the secretary-treasurer, $8,000 for thell 
president, and $5,000 for the vice-president. 
The Tax Court holds on the evidence, and 
in view of the close family ties, that the 
officers merely intended to divide most off 
the profits of the business between them- 
selves as salaries, and that the salaries al-f 
lowed by the Commissioner are reasonable. § 
Carr Coal Co. v. Commissioner, CCH Dec.@ 
15,167(M). 


4 
Res 
Es 


STATE 
Property taxable: 


COURTS 


Payment by govern- 
ment on account of soldier’s presumed! 
death.—As a result of the presumed death 
of a soldier missing in action, the United 
States Government paid an amount to his 
executrix. The payment, consisting of pay 
from the date the soldier was missing to a} 
date on which he was presumed to have | 
died, as well as money paid as a gratuity 7 
after the date of presumed death, is held 7 
not subject to inheritance tax, since the” 
actual date of death, the dividing line be- |) 
tween taxability and nontaxability, could § 
not be determined. Money which might} 
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have been due him at the time he was miss- 
ing could not be included in his estate 
either, in the absence of evidence separating 
it from the money paid for periods after 
that date—Pa. Miullar’s Estate. CCH In- 
heritance Estate and Gift Tax Service 
¢ 15,985. 


Deductions: Joint mortgage against ten- 
ancy by entirety—Decedent and his wife 
executed a bond and mortgage against real 
estate held by the entireties. After dece- 
dent’s death, his widow sold the real estate 
and applied the proceeds of the sale to the 
mortgage debt, leaving a deficiency which 
was paid out of decedent’s estate. It is 
held that the deduction for inheritance tax 
purposes is not limited to the deficiency but 
extends to one-half of the mortgage debt.— 
Pa. Wonders Estate, CCH Inheritance Es- 
tate and Gift Tax Service J 15,983. 


Inheritance tax judgments of other states: 
Enforcement in Pennsylvania courts.— 
While decedent was a resident of Pennsyl- 
vania he created a revocable trust naming a 
Pennsylvania trustee and charging it with a 
duty to “pay all taxes and other charges 
that may properly be made against the 
Trust.” Decedent died a resident of Cali- 
fornia and the trust was found to be subject 
to California inheritance taxes by a Califor- 
nia inheritance tax appraiser whose findings 
were approved by a California Superior 
Court. The California administrator of de- 
cedent’s estate paid the tax without appeal- 
ing from the assessment or order approving 
it and they became final and absolute under 
California law. The administrator then 
brought suit against the Pennsylvania trus- 
tee in the Orphans’ Court for Lancaster 
County to recover the amount paid as Cali- 
fornia inheritance taxes on account of the 
Pennsylvania trust. It is held that the full 
faith and credit provisions of the United 


States Constitution require that the Penn- 
sylvania courts order the trustee to reim- 
burse the California administrator for 
inheritance taxes paid on behalf of the trust. 
The equity of the administrator’s position 
and the direction that the trustee should 
“pay all taxes” helped the court to find that 
trust remaindermen should not be unjustly 
enriched at the expense of the California 
administrator.—Pa. William F. Worner’s 
Deed of Trust, CCH Inheritance Estate and 
Gift Tax Service J 15,972. 


RULINGS 


Deductions: Expenses: Price ceiling vio- 
lations.—Amounts paid to the United States 
on account of actions instituted or proposed 
to be instituted by the Price Administrator 
under section 205 (e) of the Emergency 
Price Control Act of 1942 (56 Stat., 23, 34), 
as amended by section 108 (b) of the Sta- 
bilization Extension Act of 1944 (58 Stat., 
632, 640), upon failure of buyers of com- 
modities sold in violation of a regulation, 
order, or price schedule of the Office of 
Price Administration to institute actions 
pursuant to such law, are not deductible 
from gross income for Federal income tax 
purposes. I. T. 3799, 1946-10-12307 (p. 2). 


Accrual of tax: Payments on account of 
price ceiling violations—Time of accrual 
for Federal income tax purposes of certain 
payments (which are deductible for Federal 
income tax purposes) made by violators of 
a regulation, order, or price schedule of the 
Office of Price Administration in settlement 
of actions instituted or proposed to be in- 
stituted under the authority of section 205 
(e) of the Emergency Price Control Act of 
1942 (56 Stat. 23, 34). I. T. 3800, 1946-10- 
12308 (p. 3). 





TAX ITEMS OF SPECIAL INTEREST—Continued from page 677 





tant factors in the evaluation of a life in- 
surance policy. A physician assigned to his 
wife insurance policies upon his own life of 
the face value of $50,000, for the cash sur- 
render value of $10,000. This was done one 
month before the death of the insured from 
cancer, The Tax Court included the excess 
of the face value over the purchase price of 


x 
* 
* 


Interpretations 


the policy in the gross estate (Sections 811 
(c) and (i), I. R. C.) of the assignor. It did 
not consider the cash surrender value as 

adequate and full consideration of the pol- 
icy, where the insured’s death was imminent. 
(Estate of James Stuart Pritchard, October 
18, 1944, 4 TC 204 [CCH Dec. 14,181].) 


[The End] 
* 
* 
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STATE TAX 


ALABAMA 
August 1 


Automobile dealers’ reports due 








August 10 

Automobile dealers’ reports due. 

Report and payment of service licensees 
of alcoholic beverages due. 

Reports of manufacturers and distributors 
of alcoholic beverages due. 

Tobacco stamp and use tax report and 
payment due. 


Tobacco wholesalers’ and jobbers’ reports 
due. 


August 15—— 
Carriers’, warehouses’ 
gasoline tax reports 


and transporters’ 
due. 
Carriers’, warehouses’ and transporters’ 


lubricating oils tax reports due. 
Motor carriers’ mileage and tax 


due. 


report 


Jil and gas conservation tax report anc 
Oil and gas conservation t report and 
payment due. 


August 20 


Automobile dealers’ reports due. 





Coal and iron ore mining tax report and 
payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 


Sales tax reports and payments due. 


ARIZONA 





August 5 


Alcoholic beverages licensees’ report due. 





Second Monday 
Tax due on unsecured personal property 
within $200 value. 


August 10——. 
Report and payment of wholesalers of 
malt, vinous and spirituous liquors due. 





August 15 
Gross income reports and payments due. 
Motor carriers’ reports and taxes due. 


Use fuel tax report and payment due. 
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CALENDAR} 


August 25—— 
Motor vehicle fuel distributors’, whole. 
salers’ and carriers’ reports and pay. 

ments due. 





ARKANSAS 
August 10—— 


Alcoholic beverages 
taxes due. 


consumers’ _ sales 


Annual franchise tax payable to Commis- 









sioner of Revenues on or before this® 
date. s 
Cigarette reports due. 
Motor fuel carriers’ reports due. i. 
Natural resources severance tax report™ 
and payment due. 
pay Ai 
August 15—— Bs 
Alcoholic beverage reports due. 
— te 
Oil and gas reports and payments due 
A 


August 20—— 
Gross receipts tax report and payment 
due. 


Use fuel tax report and payment due. 


August 25—— 


General gasoline taxes and reports due 


Motor vehicle report on fuel brought into 








state due. 
z 
CALIFORNIA E 
August 1 
Common carrier distilled spirits tax re- / 
port and payment due. 
Gasoline tax report and payment due. 
J 


August 15—— 
Beer and wine report and tax due. 
Distilled spirits report and tax due. 
Second installment personal income tax 
due. 


Use fuel tax report and tax due. 


August 20 


Motor carriers’ gross receipts tax due. 
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COLORADO 


August 5—— 
\lcoholic beverage manufacturers’ reports 
due. 


Motor carriers’ tax due. 


August 10—— 
Motor carriers’ reports due. 





August 15 
Coal mine owners’ reports due. 
Income tax second installment due. 
Sales tax reports and payments due. 
Use tax reports and payments due. 


August 25 
Coal royalty tax due. 





Gasoline (including diesel fuel) tax re- 
ports and payments due. 


CONNECTICUT 
August 1 





Gasoline tax due. 





August 10 
Cigarette tax report due. 


August 15—— 
Corporation reports due. 
Gasoline and use fuel tax reports due. 
Motor bus corporation taxes due. 


August 20 





Alcoholic beverage tax return and pay- 


ment due. 


State Tax Calendar 


August 15—— 


August 31 


August 1—— 


DELAWARE 


Filing stations’ gasoline tax reports due. 
Reports of manufacturers and importers 
of alcoholic beverages due. 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 


Annual gross earnings report of incor- 
porated savings banks due. 

Annual earnings tax reports of 
banks and trust companies due. 


gross 


Annual gross receipts report of bonding, 
title, guaranty, fidelity and street rail- 
road companies and building associa- 
tions due. 

Annual gross receipts tax reports of gas, 
electric lighting and telephone com- 
panies due. 

Annual surplus and undivided profits re- 
port of unincorporated savings banks 
and payment of tax due. 

Payment of gross premiums tax on insur- 
ance from unauthorized companies due. 


August 10—— 


Reports of licensed manufacturers and 
wholesalers of beer due. 


Reports of licensed manufacturers, whole- 
salers or retailers of alcoholic beverages 
due. 


August 15—— 


Tax on beer due. 


August 25 


Gasoline tax report and payment due. 





FLORIDA 





August 1 
Motor transportation companies’ reports 
and taxes due. 
Railroad and 
reports due. 


express company annual 
August 10 


Agents’ and 
reports due. 





wholesalers’ cigarette tax 


Manufacturers’ and distributors’ alcoholic 
beverages reports and taxes due. 
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August 15—— 


Gasoline sales, use and storage reports 
and taxes due. 


Transporters’ and carriers’ alcoholic bev- 
erages reports due. 


August 25—— 
Oil and gas severance reports and taxes 
due. 


GEORGIA 
August 10—— 
Cigar and cigarette reports due. 
Liquor wholesalers’ reports due. 
Motor carriers’ reports due. 


August 15—— 


Malt beverage tax report due. 


August 20—— 
Gasoline tax report and payment due. 


IDAHO 
August 10—— 
Dairy products substitutes dealers’ reports 
due. 


August 15—— 


Beer dealers’, brewers’ and wholesalers’ 
reports due. 

Cigarette wholesalers’ drop shipment re- 
ports due. 

Electric generating companies’ kilowatt 
hour statement and tax payment due. 


Fuel dealers’ reports and tax payments 
due. 


Gasoline dealers’ tax report and payment 
due. 


Public utilities’ statement and tax due. 


Second Monday: 


Car and railroad companies’ mileage state- 
ment due. 





Last day 


Beer tax, additional, due. 





ILLINOIS 
August 1 
Franchise taxes due. 





Insurance companies’ privilege taxes due. 





August 10 
Motor carriers’ mileage tax due. 


696 





August 15—— 


July, 








Alcoholic beverage tax reports due. 
Cigarette tax return due. 
Electricity tax report and tax due. 
Gas tax report and tax due. 
Messages tax report and tax due. é 
Sales tax report and payment due. 


August 20—— 
Gasoline tax report and payment due. 






August 31 
Gasoline transporters’ tax report due. 





INDIANA 





August 1 
Alcoholic vinous beverage tax due. 


August 15—— 
Alcoholic vinous beverage tax due. 
Fuel use tax reports and payments due. 


August 20—— 
Bank share tax report and payment due. 


3uilding and loan associations’ intangibles 
tax reports and payments due. 














> Au 
August 25—— 4 ? 
Gasoline tax report and payment due. i ; 
F M 
IOWA 
August 10 
Carriers’ gasoline tax reports due. Aug 
Cigarette vendors’ reports due. C 
Class “A” permittees’ beer tax report and 
payment due. U 
August 20—— \ 
Distributors’ gasoline tax report and pay- 
ment due. 
August 31 Au 
Annual corporation report and fee due. : 
Au 
| 
Al 
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KANSAS 





August 1 

Right of appeal to Commission of Revenue 

and Taxation for correction of errors in 
previous year’s assessment expires. 


August 5—— 


Cigarette distributors’ reports due. 


) August 10— 
Alcoholic and malt beverages wholesalers’ 
and distributors’ reports and taxes due. 


Malt beverage dealers’ reports and taxes 
due. 


August 15—— 


Carriers’ gasoline and fuel use tax reports 
and fees due. 


Compensating tax report and payment 
due. 


Motor carriers’ gross ton mileage tax re- 
port and payment due. 


August 20-—— 
Sales tax report and payment due. 


Special fuel use tax report and payment 
due. 


August 25—— 


Gasoline tax report and payment due. 


KENTUCKY 
August 10—— 


Amusement and entertainment report and 
tax due. 


Cigarette tax reports due. 






Refiners’ and importers’ gasoline tax re- 
port due. 


State Tax Calendar 






August 15—— 


August 31 


Alcoholic beverage reports due. 
Fuel use tax reports and payment due. 
Passenger carriers’ mileage tax due. 


Public utilities’ gross receipts tax reports 
and payment due. 


August 20—— 


Oil production tax report and payment 
due. 





Dealers’ and transporters’ gasoline tax re- 
port and payment due. 


LOUISIANA 





August 1 
Tobacco wholesalers’ reports due. 


August 10 





Alcoholic beverage importers’ reports due. 
Gasoline importers’ reports due. 
Kerosene importers’ reports due. 
Lubricating oil importers’ reports due. 
Public utilities license tax due. 


August 15—— 


Alcoholic beverage carriers’ reports due. 
Income tax second installment due. 


Intoxicating liquor manufacturers’ and 


dealers’ reports due. 
Lubricating oil carriers’ reports due. 
Tobacco report due. 


August 20—— 


Alcoholic beverage reports and taxes due. 
Fuel use tax report and payment due. 
Gasoline dealers’ reports and tax due. 
Kerosene dealers’ reports and tax due. 


Lubricating oil dealers’ reports and tax 
due. 


New Orleans City sales and use tax re- 
ports and payment due. 


Sales and use tax report and payment due. 





August 31 
Electrical or mechanical power use tax 
report and tax due. 


Electricity generation tax report and tax 
due. 


Electricity sales tax report and tax due. 
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MAINE 
August 10—— 


Malt beverages manufacturers’ and whole- 
salers’ report due. 


August 15—— 


Use fuel tax report and payment due. 


August 31 


Gasoline tax report and payment due. 








MARYLAND 

August 1—— 

Annual gross receipts tax on utilities due. 
August 5—— 

Public passenger motor vehicles’ report 

of excess operations due. 

August 10 

Admissions tax payment due. 
August 30—— 

Report of purchasers of cargo lots of 


motor fuel due. 





August 31 
Beer tax report and payment due. 


Gasoline tax report and payment due. 


MASSACHUSETTS 
August 10 


Alcoholic beverage excise tax report and 
payment due. 





Meals excise tax report and payment due. 


August 20—— 
Cigarette distributors’ tax report and pay- 
ment due. 


August 31 
Motor fuel tax report and payment due. 





MICHIGAN 
August 1 





Oil and gas producers’ severance tax and 
reports due. 


August 5—— 
Carriers’ gasoline tax report and payment 
due. 


August 10—— 


Common and contract carrier report and 


fees due. 
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August 15—— 


Sales and use tax reports and payments 
due. 


August 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 


Last day to make gas and oil severance 
tax report and payment. 


August 31—— 
Annual report of non-profit corporations 
due. 
Last day to file annual franchise tax report 
and pay tax. 


MINNESOTA 


August 1—— 
Annual statement of manufacturers of 
motor vehicles and aircraft due. 


Semi-annual car report of freight line 


companies due. 
August 10—— 
Wholesalers’, brewers’, and manufacturers’ 
alcoholic beverage reports due. 
August 15—— 
Interstate motor carriers’ mileage tax due. 


Semi-annual gross 
railroads due. 


earnings 


August 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 


Special use fuel tax report and payment 
due. 
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MISSISSIPPI 


August 1 


Oyster inspection and shrimp tax due. 





Last installment of all ad valorem taxes 
due. 


August 5—— 
Factories’ reports due. 





August 10 


Admissions tax reports and payment due. 


August 15—— 
Alcoholic beverages reports due. 
Gasoline tax reports and payment due. 


Report of manufacturers, distributors and 
wholesalers of tobacco due. 


Sales tax reports and payment due. 


Timber severance tax reports and pay- 
ment due. 


Use tax reports and payment due. 


August 25—— 


Oil severance tax and report due. 


MISSOURI 





August 1 
Dairy products license fee due. 


Second installment of income tax must be 
paid. 


August 5—— 


Non-intoxicating beer permittees’ report 
due. 


August 15—— 
Alcoholic beverage report due. 
Retail sales tax reports and payment due. 


August 25—— 
Use fuel tax report and payment due. 


State Tax Calendar 


MONTANA 


August 15—— 


Carriers’ gasoline tax reports due. 
Electric companies’ report and tax due. 
Gasoline tax reports and payment due. 
Report and payment of brewers, whole- 


salers and transporters of beer due. 
August 20—— 


Reports of producers, transporters, dealers 
and refiners of crude petroleum due. 


Net proceeds of mines—payment of tax. 


August 25—— 
Pipe line companies’ annual reports due. 





August 29 


Telephone companies’ reports and pay- 
ments due. 


NEBRASKA 
August 5—— 


Grain warehouse operators’ reports due. 


August 10 


Employment agencies’ reports due. 





August 15—— 
Alcoholic beverage manufacturers’ 
wholesale distributors’ reports due. 
All monthly motor vehicle fuel tax re- 
ports and payments due. 


and 


Gasoline sales and use tax reports and 
payments due. 


Itinerant vendors’ reports due. 
Potato shippers’ monthly reports due. 





NEVADA 
August 5—— 
Property tax fourth installment due. 
August 10 
Liquor reports of out-of-state vendors 
due. 
August 15—— 


Gasoline carriers’ tax report due. 


Liquor reports of importers and manu- 
facturers due. 


August 25—— 
Fuel users’ tax reports and payment due. 
Gasoline tax reports and payment due. 
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NEW HAMPSHIRE 


August 10—— 


Alcoholic beverages reports due; permit- 
tees’ payment due. 


Unlicensed fire insurance companies’ agents’ 
monthly reports due. 


August 15—— 
Use fuel tax report and payment due. 


August 31 


Carriers’ reports of motor fuel deliveries 
due. 





Motor fuel report and tax due. 


NEW JERSEY 





August 1 
Third quarterly installment of property 
tax due. 
August 10—— 


Municipalities’ busses’ gross receipts re- 
port and tax due. 


Municipalities’ jitneys’ gross receipts re- 
port and tax due. 
Report and excise tax on interstate busses 
due. 
August 31 
Carriers’ gasoline tax report due. 





Distributors’ gasoline reports and pay- 
ment due. 


NEW MEXICO 
August 15—— 


Occupational gross income tax reports 
and payment due. 


Oil and gas conservation report and pay- 
ment due. 


Severance tax and report due. 


August 20 


Motor carriers’ report and tax due. 





Pipe line operators’ license tax due. 
August 25—— 


Gasoline tax report and payment due. 


Use or compensating report and payment 


due. 


NEW YORK 
August 15—— 


Transportation and transmission company 


additional tax and report due. 


August 20—— 


Alcoholic beverage taxes and reports due. 
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August 25—— 
New York City conduit companies’ taxes 
and reports due. 






New York City public utility excise re- 
turns and payments due. 4 


August 31 
Gasoline tax reports and payment due. 





Insurance company franchise tax and re- 








port due. 
‘ 
Utilities tax and report due. ~— 
ee 
Gas 
NORTH CAROLINA oe 
August 1—— e Liq 
Public utility reports and taxes of express, 9 Augu 
Pullman, sleeping, chair, dining car and yt 
telegraph corporations due. : e 
August 10 $ Augu 
Carriers’ gasoline tax reports due. eo 
Railroads’ alcoholic beverage report and § 7 
tax due. ie 
Tobacco (scrap or untied tobacco) deal- " po 
ers’ reports due. a “é 
Untortified wine additional tax and re- @ Cis 
ports due. 4 Ci 
August 15 : 
Sales tax report and payment due. mL: 
Spirituous liquor tax due. i 
Use tax report and payment due. ¥ 
August 20 ie 








Franchise bus carriers’ and franchise haul- 
ers’ reports and payments due. 






Gasoline and other motor fuels taxes and 
reports due. 






NORTH DAKOTA 





August 1 
Oil inspection reports due. 
August 10—— 
Cigarette distributors’ tax due. 






















St 











taxes 


fe re- 





lue. 





id re- 





August 15—— 


Beer tax reports and payment due. 
Gasoline tax reports and payment due. 
Interstate motor carriers’ tax due. 
Liquor transaction invoices and tax due. 


. August 25—— 


Use fuel tax reports and payment due. 






press, 
r and 





§ August 31 
Cream station and dairy reports due. 


Grain warehouse reports due. 
anc 


deal- OHIO 
August 10—— 

Admissions tax report and payment due. 

Cigarette wholesalers’ report due. 

Class “A” and “B” permittees’ alcoholic 
71 beverage reports due. 
» Last day to file excise tax reports by cool- 
be ing, electric light, gas, heating, messenger, 
Ke natural gas, pipe line, signal, telegraph, 
ei telephone, union depot, water transpor- 
< tation and waterworks corporations. 





d re- @ 


haul- § 


E, August 15—— 

Use tax report on cigarettes due. 
August 20-—— 
» Dealers’ gasoline tax reports due. 
el August 30 
| Carriers’ gasoline tax report due. 


s and 











© August 31 

© Gasoline tax due. 

Second half of taxes due from foreign in- 
surance companies and inter-insurance 
contracts due. 





OKLAHOMA 
August 1 
Excise tax on petroleum, report and tax 
due. 





Foreign corporations’ annual affidavit of 
capital stock—last day to file. 

Motor vehicle carrier registration certifi- 

{ cate expires. 

Oil, gas and mineral gross production re- 
ports and payment due. 


State Tax Calendar 
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August 5—— 


Reports from mines, other than coal, due. 


August 10—— 


Airports’ gross income report and tax due. 

Cigarette tax reports due. 

Coin-operated music boxes reports and 
tax due. 

Non-intoxicating alcoholic beverage re- 
ports and payment due. 


August 15—— 


Gasoline dealers’, retailers’ and carriers’ 
reports due. 

Inspection tax on petroleum products, re- 
port and tax due. 

Sales tax reports and payment due. 

Tobacco products reports due. 


August 20 


Coal mine operators’ report due. 

Fuel use tax report and payment due. 

Gasoline distributors’ reports and pay- 
ment due. 

Use tax reports and payment due. 





August 31 
Corporate franchise tax report—last day 
to file. 
Corporation franchise taxes due. 
Fur dealers’ reports due. 





OREGON 





August 1 


Annual franchise tax of cooperatives re- 
port due. 





August 10 
Oil production tax reports and payment 
due. 
August 15—— 
Annual franchise fees due. 


August 20—— 


Alcoholic beverage tax report and pay- 
ment due. 

Motor carriers’ report and tax due. 

Use fuel tax report and payment due. 


August 25 
Gasoline tax payment and reports due. 





PENNSYLVANIA 





August 1 
Motor carriers’ report and tax due. 


August 10 


Importers of spirituous and vinous liquors 
report due. 
Malt beverage reports due. 
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August 15—— 


Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 

Philadelphia income tax second _ install- 
ment due. 





August 31 


Gasoline tax reports and payment due. 


RHODE ISLAND 
August 1 





Bank returns of interest bearing time 
deposits, and taxes computed thereon, 
due. 


August 10 


Manufacturers’ alcoholic beverage report 
due. 





Tobacco product tax reports due. 


August 15—— 


Gasoline distributors’ monthly report and 
tax due. 


SOUTH CAROLINA 





August 10 
Admissions tax reports and payment due. 
Alcoholic liquor wholesaler’s report due. 
3eer and wine wholesalers’ report due. 
Power tax and report of public utilities 

due. 


Soft drink tax report and payment due. 





August 20 
Fuel oil dealers’ report and payment due. 
Gasoline tax report and payment due. 
Utilities’ 

due. 


report of gasoline shipments 





August 31 


Franchise tax reports due. 


SOUTH DAKOTA 
August 1 
Motor carriers of passengers tax due. 





Public grain warehouse reports due. 





August 10 
Employment agency reports due. 
Interstate motor carriers’ 

taxes due. 
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August 15—— 
Alcoholic beverage reports due. 


Nz 
Dealers’ and carriers’ gasoline tax reports ( 
due; tax due in 30 days. O1 

August 20—— 
Passenger mileage tax due. Aug 
& 

TENNESSEE 

August 1—— Aug 
Public utilities’ gross receipts tax report U: 
and tax due. Aug 
Theatre privilege tax due. Bo. 


August 10 
Barrel tax on beer due. 





Carriers’ gasoline tax report due. 
Last day to make alcoholic beverages Aug 














report. Be A 
By 
August 15—— Fe ‘ 
Carriers’ of use fuel report due. 3 . 
Users of fuel file report. pa 
August 20 fe Aug 
Distributors’ gasoline tax report and pay) \ 
ment due. a 
Liquid carbonic acid gas tax due. | Aug 
; CG 
TEXAS 
August 1 
Cigarette distributors’ and solicitors’ re. j Au; 
ports due. “ p 
August 15—— B Av 
‘Tax remittance and report due from oleo- ( 
margarine dealers. [ 
August 20 Au 
Gasoline taxes and reports due. | ( 
Motor fuel tax report and payment duel 
Oil and gas well services reports andy 
gross receipts tax payments due. ©) Au 
Users of liquified gases and liquid fuel | 
tax reports and payment due. i4 
August 25—— é 
Carbon black production tax report anil 
payment due. 
Oil production tax reports and payment : 
due. Au 
Prizes and awards of theatres tax report | 
and payment due. 





St 





August 31 


Natural gas production tax and report 
due 
Oil carriers’ report due. 





reports 





UTAH 
August 10 
Carriers’ reports of use fuel deliveries 
due. 
August 15—— 
: report Use fuel tax report and payment due. 
August 25—— 
© Carriers’ gasoline tax report due. 
© Distributors’ and retailers’ gasoline tax 


Fz report and payment due. 


ce VERMONT 


[: August 10 


‘Verages 





Alcoholic beverage tax reports and pay- 
ment due. 


August 15—— 





Electric light and power companies’ re- 
port and tax due. 





¥ 
» August 20 
\lcoholic beverage manufacturers’ returns 


ind pay: 
due. 





| August 31 


Gasoline tax reports and payment due. 


VIRGINIA 





tors’ re) August 10 


dealers’, bottlers’, and manufac- 


turers’ reports due. 


Beer 





> August 20 
om oleo- et en : 
Carriers’ gasoline tax reports due. 


Use fuel tax reports and payment due. 





August 31 
Gasoline tax reports and payment due. 
lent ducf 
| WASHINGTON 


orts ant : 
e. » August 10 














quid fu Brewers’, distillers’, manufacturers’ and 
Bi wineries’ reports due. 
= August 15 
/ butter substitutes reports and payment 
port ant) g 
due. 
1 Cigarette reports due. 
payment @ 
» August 20 
x report Butterfat tax due. 


Use fuel tax reports and payment due. 
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August 25—— 


Gasoline tax reports and payment due. 


WEST VIRGINIA 
August 10—— 


Brewers’ and beer distillers’ reports and 
taxes due. 

Winery and distillery licensees’ reports 
due. 


August 15—— 


Sales tax reports and payments due. 
August 31 


Gasoline tax reports.and payment due. 





WISCONSIN 





August 1 
Beer tax reports due. 


Second installment of income tax due. 


August 10—— 
Intoxicating liquor and wine tax 
due. 


reports 


Tobacco products returns due. 


August 20 


Gasoline tax reports and payment due. 








WYOMING 
August 10 
Carriers’ gasoline tax reports due. 
August 15 





Dealers’ gasoline tax reports due. 

Monthly gasoline tax and report due. 

Motor carriers’ report and compensatory 
fees due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 


Wholesalers’ gasoline tax reports due. 















August 15—— 


Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 


Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


Philadelphia income tax second install- 
ment due. 


August 31 


Gasoline tax reports and payment due. 





RHODE ISLAND 
August 1 
Bank returns of interest bearing time 


deposits, and taxes computed thereon, 
due. 





August 10 


Manufacturers’ alcoholic beverage report 
due. 





Tobacco product tax reports due. 


August 15—— 


Gasoline distributors’ monthly report and 
tax due. 


SOUTH CAROLINA 
August 10—— 
Admissions tax reports and payment due. 
Alcoholic liquor wholesaler’s report due. 
3eer and wine wholesalers’ report due. 


Power tax and report of public utilities 
due. 


Soft drink tax report and payment due. 





August 20 
Fuel oil dealers’ report and payment due. 
Gasoline tax report and payment due. 
Utilities’ 

due. 


report of gasoline shipments 


August 31 


Franchise tax reports due. 





SOUTH DAKOTA 





August 1 
Motor carriers of passengers tax due. 
Public grain warehouse reports due. 





August 10 
Employment agency reports due. 


Interstate motor carriers’ 
taxes due. 


reports and 


702 





August 15 


Alcoholic beverage reports due. 








Dealers’ and carriers’ gasoline tax reports 
due; tax due in 30 days. 


August 20—— 


Passenger mileage tax due. 


TENNESSEE 





August 1 


Public utilities’ gross receipts tax report 
and tax due. 


Theatre privilege tax due. 


August 10—— 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


Last day 
report. 


to make alcoholic beverages 


August 15—— 
Carriers’ of use fuel report due. 
Users of fuel file report. 





August 20 


Distributors’ gasoline tax report and pay- 
ment due. 


Liquid carbonic acid gas tax due. 


TEXAS 





August 1 


Cigarette distributors’ and solicitors’ re- 
ports due. 


August 15—— 


Tax remittance and report due from oleo- 
margarine dealers. 





August 20 
Gasoline taxes and reports due. 
Motor fuel tax report and payment due. 


Oil and gas well services reports and 
gross receipts tax payments due. 


Users of liquified gases and liquid fuel 
tax reports and payment due. 


August 25 


Carbon black production tax report and 
payment due. 





Oil production tax reports and payment 
due. 


Prizes and awards of theatres tax reports 
and payment due. 
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August 31 


Natural gas production tax and report 
due 
Oil carriers’ report due. 





UTAH 
August 10 
Carriers’ reports of use fuel deliveries 
due. 
August 15—— 
Use fuel tax report and payment due. 
August 25—— 


Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 





August 10 


Alcoholic beverage tax reports and pay- 
ment due. 





August 15—— 
Klectric light and power companies’ re- 
port and tax due. 
August 20-—— 
Alcoholic beverage manufacturers’ retrrns 
due. 
August 31: 


Gasoline tax reports and payment due. 


VIRGINIA 
August 10 
dealers’, bottlers’, 
turers’ reports due. 





Beer and manufac- 


August 20 
Carriers’ gasoline tax reports due. 
Use fuel tax reports and payment due. 








August 31 


Gasoline tax reports and payment due. 


WASHINGTON 





August 10 
Brewers’, distillers’, manufacturers’ 
Wineries’ reports due. 


and 





August 15 


Butter substitutes 
due. 


reports and payment 


Cigarette reports due. 





August 20 
Butterfat tax due. 
Use fuel tax reports and payment due. 
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August 25—— 


Gasoline tax reports and payment due. 


WEST VIRGINIA 


August 10—— 
3rewers’ and beer distillers’ reports and 
taxes due. 
Winery and distillery licensees’ reports 
due. 


August 15—— 


Sales tax reports and payments due. 
August 31 
Gasoline tax reports and payment due. 





WISCONSIN 
August 1 





Beer tax reports due. 


Second installment of income tax due. 


August 10—— 
Intoxicating liquor and wine tax reports 
due. 


Tobacco products returns due. 


August 20 


Gasoline tax reports and payment due. 











WYOMING 
August 10 
Carriers’ gasoline tax reports due. 
August 15 


Dealers’ gasoline tax reports due. 

Monthly gasoline tax and report due. 

Motor carriers’ report and compensatory 
fees due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 


Wholesalers’ gasoline tax reports due. 





703 





August 1 
No auto or boat tax due this year. 





August 10—— 


Employers who withheld more than $100 
in income tax from wages during the 
previous month, pay amounts withheld 
to authorized depositary. 


August 15—— 


In the case of individuals, other than 
farmers, with fiscal year beginning 
June 1, declaration of estimated tax and 
first payment is due. 

Due date of income and excess profits 
returns by corporations, trusts, and es- 
tates with fiscal year ending on May 31. 
Forms 1120, 1121, and 1041. 

Return of stamp account by brokers, 
dealers in securities, etc., due for July. 
Form 828. 

Due date, by general extension, of returns 
for year ending February 28 in the 
case of: (1) foreign partnerships; (2) 
foreign corporations which maintain an 
office or place of business in the United 
States; (3) domestic corporations which 





LETTERS—Continued from page 610 





This whole problem has other most im- 
portant aspects. The proprietor or partners 
must know about Section 102 and the fact 
that this Section probably will be utilized a 
great deal more by the Bureau in the future 
than in the past because of the rush to make 
changes in business structures. Using the 
classic example of $60,000, as set up in the 
chart, what good will it do the owner of 
the business to save the difference between his 
own present taxes of $32,000 and the corpo- 
ration’s tax of $23,000, some $9,000, if his 
corporation is required to pay out a large 
proportion of the net profits to him in divi- 
dends? There is a net of almost $40,000 left 
to the corporation after payment of taxes. 
If the corporation has no real need for this 
surplus, it might well be required to pay out 
to the owner some $30,000 in dividends. 
Assuming the owner had no other income, 
his own tax on this dividend would be in 
the neighborhood of $12,500, and he would 
sustain a net loss of some $3,500 by having 
converted his operation into a corporation. 
Again, the article and chart, unless related 
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FEDERAL TAX CALENDAR 


transact their business and keep their | 
records and books of account abroad; 
(4) domestic corporations whose prin- 
cipal income is from sources within the 
possession of the United States; and 
(5) American citizens residing or 
traveling abroad, including persons in | 
the military or naval service on duty 
outside the United States. Forms: (1), 
Form 1065; (2)-(4), Forms 1120 and | 
1121, (5), Form 1040. 5 


Due date, by general extension, of non- § 
taxable returns for fiscal year ending 7 
March 31, in the case of fiduciaries for | 
estates and trusts, but not returns of 7 
beneficiaries or other distributees of | 
such estates or trusts. 


Monthly information return of stock- 7 
holders and directors of foreign per- | 
sonal holding companies due for July. % 
Form 957. 


e' 


BF =! 


August 31 


Returns for excise taxes due for July. 
Forms 726, 727, 728, 728(a), 729, 932. 3 
No capital stock tax return due this year, 7 





to all the possibilities, in this way, are mis- | 
leading. q 
Another most important factor that has 
not been included in the discussion is the | 
matter of the ultimate disposition of the net 
profits accruing to the corporation, after 
taxes have been paid. Aside altogether from | 
the problem of dividends hereinabove treated, | 
there is the question of the ultimate disposi- 
tion of whatever profits are permitted to 
accrue and which are not paid out in divi- 
dends. There is only one way that the 
proprietor can ever get this money free from 
the corporation without having to pay taxes 
in addition to those accruing from him as an 
individual, and that is to die. The estate tax 
picture would be about the same. If he ever 
wanted to dissolve his corporation or sell his 
stock under the present law, he would have | 
to pay an additional capital gains tax of 
twenty-five per cent on the accumulation of 
profits permitted to remain in his corpora- 
tion. This is a most important prospective 
problem that must be considered by a client 


(Continued on inside back cover) 


July, 1946 @e TAX ES—The Tax Magazine 








in ‘et 
of iis 
ll 
th a 
wi «tl 
\ a 
It mn 
ta I 
ti 
p C 
p! c 





their } 
road; | 


prin- 
n the 
and 


5 (Or 
ns in J 


duty 


; (1), 


) and & 


ie 


a 


non- @ 


nding 
S for 


ns of 
Ss of 


tock- 
per- 
July. 


July. 
, 332 
year, 


mis- 7 


t has | 


s the 


e net | 
after 


from 
sated, 
posi- 
d to 
divi- 

the 
from 
taxes 
as an 
e tax 
ever 
Il his 
have 
x of 
on of 
ora- 
ctive 
lient 
ver) 


azine 








LE.TTERS (Continued from page 704) 





in ‘etermining whether to change the form 


of iis business. 


ll of the above does not mean either that 
th article referred to in your magazine is 
w thless or that there are no possible ad- 
y. tages in changing to the corporate form. 
It nerely means that great care should be 
ta en in the consideration of the whole ques- 
t and that all the forces at work and 
pc sonal and business factors should be ex- 
p! -ed, both in actual practice and in exposi- 
te writings. 

ithout going into further detail at this 


ti :, while the corporation may have a num- 
1 )f disadvantages, it has many other favor- 
al potentialities. It offers relief from 


pe sonal liability, social security advantages, 
th. possibility of injecting family members 
ino the business through stock ownership, 
n prohibited under the partnership deci- 
sious, the opportunity of permitting valued 
etployees to acquire a business interest, 
vithout making them partners and the like. 


= 


have found that the only fair way to 
consider the possibility of a change in the 
form of a client’s business, which opportu- 
nity has now been opened up through the 
repeal of the excess profits tax law, is to 
discuss with him the various advantages and 
liabilities, as outlined briefly above, as ap- 
plied to his own particular business. To do 
real job requires an investigation of the 
nature of the business, its future, the type of 
administration the financial status of the cli- 
ent or clients involved, family relationship 
and a broad inquiry into the entire back- 
ground of the business. 


In calculating the particular tax advan- 
tages, it is a matter more.of specialized 
calculations through a form of geometric 
progression than a mere submission of a 
chart comparing taxes on individuals with 
the tax on corporations, applied to the same 
amount of earnings. 

Too often business men have been misled, 
one way or the other, by such a mere in- 
come tax comparison. It is my personal 
belief that both the legal and accounting 
professions now suffer as the result of un- 
fortunate experiences suffered by business 
men when years later they find that they 
have been misled into taking or not taking 


some form of legal action, with tax saving 
as the bait. This often occurs through a 
simple failure to take into consideration all 
the obvious angles to the problem. Not only 
is injury done to the professions, but the 
business man thereafter is loath to rely upon 
any advice to make any change, however 
wisely dictated, because of his own unfor- 
tunate previous experiences or those of some 
of his acquaintances. 


It was this last thought that impelled me 
to write to you. While reference was made 
in the article to some of the points outlined 
above, it was passing reference only. In the 
hands of a layman, I feel that the article is 
dangerous because of its incompleteness. In 
the hands of the professional, it does not 
solve the problem but merely accentuates 
the obvious calculations and serves to make 
further obscure the real meat of the question 
of individual business versus corporation. 


Baltimore Harry J. Green 
We Are Interested 
Sir: 


Enclosed please find my check for $5.00 
to cover subscription renewal to TAxEs— 
The Tax Magazine for the twelve-month pe- 
riod beginning with the March issue. 


Perhaps you might be interested in know- 
ing that I have sustained my subscription 
to TAxEs even while I was overseas in 
England in the Air Corps. I consider the 
magazine as an asset in my study of tax- 
ation and service to a corporation as tax 
accountant. Looking forward to future 
issues. 

WILLIAM R, CoyLe 
Some Difference 
New York City 
Sir: 

Paul’s “umbrageous tree of controversy” 
(Paul’s Studies in Federal Taxation, 2nd 
Series, 1938, p. 305) has now become the 
“unambiguous tree of controversy” in 
Taxes—The Tax Magazine, September, 1944, 
Volume 22, p. 427. 

That should resolve all the ambiguity. 

William H. Bracklow 
Detroit, Michigan 
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